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FELLOW SHAREHOLDERS

ttis a pleasure to share this year's letter regarding the state of your company with each and every one of you. In 2006,
McDermott International. Inc. ["McDermott” or the "Company™} successfully compteted the multi-year turnaround
that began before my tenure comrnenced. The hurdles our team overcame during this journey were substantial. For
this reason and many others, 2006 proved to be the most gratiying 12-month period 've enjoyed since becoming CEQ
of your Company. As we turn the page to a new chapter in this Company’s distinguished history, "McDermaott is...” my
way to articulate our identity, accomplishments and vision,

MCDERMOTT I5...

LCUNIQUE AMONG OUR E&C PEERS

McDermott is an engineering and construction company, with speciatty manufacturing and service capabilities. A
distinguishing characteristic of McDermott, compared te our peers, is that all of our activities are focused on energy
markets. We alsc perform more of the work in-house, with less subcontracting. Our projects cover the energy spec-
trum - coal, nuclear, oil and natural gas. McDermott's customers primarily consist of North American utilities and
other power generators; the super-major, major and natianal oil companies operating offshore across the globe; and
the United States Gavernment, primarily the U.S. Department of Energy ("DOE").

...FRANCHISE NAME OPERATIONS
For each of the energy markets we serve, McDermott operates through subsidiaries that have earned reputations for
excellence, safety, innovaticn and industry leadership. Our primary operating subsidiaries are:
*» The Babcock & Wilcox Company ['B&W"] in power generation systems,
* J. Ray McDermott, S.A. ["J. Ray"] in offshore oil and gas construction, and
« BWX Techneclogies, Inc. ["BWXT"] in government operations.

The enviable status that our subsidiaries have earned with their respective customers took decades to buitd, We
view the strength of our brands as one of McDermott's great assets, and therefore we continue utilizing these fran-
chise names today to conduct our business.

...TOGETHER AGAIN

On February 22, 2006, a transformational event occurred when B&W emerged from its six-year asbestos-related
reorganization and was reconsolidated with McDermott. To me, this event was the crowning achievement of McDer-
mott’'s turnaround. Due te the significance of this milestone, let me share some of the background.

When | joined McDermott in 2000, B&W had already filed for Chapter 11 bankruptcy as its comprehensive
appreach to resolving the increasing number of non-employee asbestos claims filed against it and the escalating
amount these claimants sought in compensation. As B&W's case progressed in the courts, it became more and more
likely that the ultimate conclusion of the bankruptcy would invelve McDermott losing ownership of B&W and incurring
substantial expenses in addition. Fortunately, we refused to let this scenario materialize.

With dimming prospects of federal asbestos legislation and the slow progress of B&W's previously proposed
settlement, McDermott reached a revised settlement in August 2005 that became effective in February 2006. This
new settlement allowed the Company to continue its ownership of B&W, and instead use cash to fund a trust for all
asbestos claimants. ODuring the course of 2006, McDermott and B&W paid all of the financial obligations under the
seitlement to the trust - a combined $958 million of cash - and assigned about $1.15 billion of insurance rights. As
a resull. B&W has settled all current and fulure asbestos claims against it. Of the amount paid, McDermott expects
approximately $270 mitlion wilt return to the Company in the form of a tax refund, tikely in late 2007 or early 2008.

MeDermatt is an Industry Leader

B&W literally wrote the book on Steam in 1875. BWXT was part of the Manhattan
Project in 1945.]. Ray was a pioneer in offshere oil & gas construction in the 1940s,
McDermott’s leadership in each of the industries it serves continues today.




To shareholders, of course, there is one metric that’s probably
more important than all the others - stock price performance.
In 2006, McDermott shares appreciated 71 percent, well above

our peer group average.

Resclving the B&W recrganization was an essential critical path item for the additional value-crealing restruc-
turing that foilowed, such as:

* In September 2006, we announced that BWXT and B&W would be combined under a common management struc-
ture to Capture the Value associated with these strang businesses. This combination, effective January 1, 2007, will
strengthen our presence in the emerging commercial nuclear market, enhance our service offerings to existing and
future customers and produce synergies as the businesses come together. John Fees has been elected President
and Chief Executive Officer of the combined entity, The Babcock & Wilcox Companies.

* In Decermnber 2006, McDermott consolidated its two groups of U.S. legal entities into a single consclidated group.
There are numerous benefits to this transaction, including administrative efficiencies, increased flexibility in our
financial structure, returning to a more tax-efficient legal structure and the ability to utilize at least $275 million of
net operating losses against future taxable income.

Keeping B&W within McDermctt ensures that the Company will be a leader across the energy E&C universe for

the foreseeable future and it enables the realization of ather synergistic opportunities. As | indicated earlier, it was a

true crowning achievernent.

.DELIVERING RESULTS

The foundation of any successful year begins with financial performance. | am pleased to report that McDermott

truly excelled in that regard during 2006. McDermott's financial health is strong and improving. Revenues exceedac

$4.1 billion, clearly the highest level in recent memory. Operating income was about 9.4 percent of revenue, or
£387 million, both at the high end of our E&C peer group. And although it's not a perfect comparisan, 2006 reportec

earnings of $3.01 per diluted share were 64 percent higher than in 2005,

Our success in 2006 is further evidence that McDermott is on the right track and is building momenturm. Addi-
tional data points demonstrating progress include:

« J. Ray's strong cash flow enabled it to retire its $200 millien, 11% notes in June becoming essentially debt-free in
our Offshore Oil & Gas Construction segment.

- Company-wide backlog grew to $7.6 billion, more than 1.8 times 2006 conselidated revenue. J. Ray alone increased
backlog by almost $2.4 billion from year-ena 2005.

» McDermott endad the year with cash, restricted cash, investments and equivalents totaling in excess of $1.0 bit-
lion, a substantial amount considering approximately $950 million was used during 2006 for B&W's settlement
and J. Ray's debt retirement.

 After almost a decade in dispute, settlement agreements were reached in several of our long-standing iegal pro-
ceedings.

« In continuing our focus on growth, McDermott spent $146 million on capital expenditures to increase capacity,
enhance service offerings, acquire new facilities and maintain cur capabilities.

Te shareholders, of course, there is ane metric that's probably maore important than all the others - stock price
performance. In 2006, McDermott shares appreciated 71 percent, well abcve our peer group average. McDermott
anded the year with a market capitalization of $5.4 billion, approximatety $2.5 billion greater than year-end 2005. Dur-
ing 2004, McDermott anncunced and completed a 3-for-2 stock split, which provides additional liquidity for our shares,
lowers the entry paint for new investors, and refiected the Board's confidence in the Company’s long-term outlook.
The entire management ieam at McDermott understands that shareholders are truly the owners of our Company, and
| am pleased that McDermott rewarded your ongoing trust and investment.

MeDermoft is Customer Focused

In our businesses, McDermott rarely has a “new” customer, therefore repeat business is
essential. The fact that year-end backlog at ]. Ray and B&W ascended to recent records
is evidence that our customer focus is warranted and rewarded,
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LLCSETTING NEW METRICS TO BEFINE SUCCESS
With McDermott's turnaround declared complete, B&W back in the family and the Company performing well, the
question became “now what?” Our management team and the employees ot your Company are never satisfied with
the status quo. We saw McDermott through its most challenging time, and we are now intensely focused on the next
mission: achievernent of our 2010 targets.

During 2006, the management team and Board of Directors determinad these longer-range goals, the achieve-
ment of which we would define as success. While we may reach some of the targets earlier, we set 2010 as the mea-
surement year for the following key goals:

More than double 2005 operating income and other financial targets

One of the keys to our definition of success is to achieve more consistent earnings growth in what are admittecly cycli-
cal markets. We believe that by obtaining an average growth rate of 15 percent from a preset 2005 base level, McDer-
mott will reach at least $600 million of operating income by 2010. This growth rate would more than double 2005
operating income, which was already at a solid level. Other financial targets include maintaining our peer-leading
operating margins - an indicater that we deliver more from a dollar of sales to our shareholders than other E&C
competitors. We also stated our intention to limit McDermaott’s debt-to-book capitalization ratio to below 30 percent.

Enhance existing assets to exploit current business eycle

Probably the highest returning investment a company can make is spending modest amounts of money to increase
the capacity of a business that is atready succeeding. During 2006, we increased cur capital expenditures (o prepare
for growth. At J. Ray, we invested to increase capacity at two of our construction facilities and in our maring assets.
B&W spent money to improve its research and develepment capabilities during a time when climate-change con-
cerns, the need for new power generating capacity and the desire for U.S. energy independence are all hot topics.
BWXT pians to extend the nuclear component manufacturing it currently provides governmental customers, 10 pre-
pare to serve the commercial nuclear industry as well,

Expand geographic presence to meet client needs

Similar to the preceding goal, taking what a company currently does well to a new geographic region is also a lower-
risk graowth strategy. It also can leverage our existing customer relationships. in 2006, we anncunced that BWXT would
pursue facilities management and operations in the United Kingdom similar to what we do in the United States for the
DOE. Likewise, J. Ray announced plans to open a new fabrication facility in Kazakhstan and began groundbreaking for
a new facility in Altamira, Mexica,

Re-enter U.S. commercial nuclear market

A number of initiatives already discussed form the foundation for McDermott's objective to re-enter the commercial
nuclear market in the United States. The combination of B&W and BWXT under common leadership was driven pri-
marily 1o present a unified offering to commercial nuctear clients, by bringing together what these businesses already
provide separately. B&W has been a leader in replacement steam generators and services in the Canadian market for
years, while BWXT recently renewed its ASME certifications to provide commercial components in the United States
and formed an agreement with AREVA NP. McDermott's belief is that the United States will return to nuclear power
as a primary source for new electricity generation. We are preparing for that future today.

McDermott is Leading Technology

MeDermott solves industry problems. By securing over 5,300 U.S. patents in our power
businesses and more than 1,000 worldwide patents in offshore construction, McDermott
has consistently provided technological solutions to the energy markets we serve.




Pursue acquisitions te expand product offering

McDermott participates in large and growing markets. Coal & nuclear power, production of oil & gas and warking
with the Department of Energy are strong, core businesses, We have a solid foundation in each of these areas, and are
well positicned to add to these strengths. McDermott has also generated strong cash flow. With our turnaround com-
plete, we formed a business development group to explore potential partners and candidates for acquisitions. | have
said numerous times, “there are no must-have deats” for McOermott - but if you're not looking, you'll never find the
perfect oppartunistic transaction. If we can generate favorable returns by scquiring a complementary business or
partnering with a peer, expect us to do so.

Earu appropriate after-tax retums on all initiatives

Achieving growth would be a lot easier for all companies if the needed capital didn't have a cost associated with it;
however, McDermott competes for capital daily, including for your investrment in us. With McDermott's current credit
ratings, the money we borrow isn't inexpensive and we all know there is no source of capital requiring a higher return
than our sharehotders equily. Because we understand these facts, you can be assured that the capital we invest will
be subjected to rigorous analysis and will seek returns worthy of your investment.

These six macro objectives are the guidelines by which we intend to measure ourselves and be judged by the
financial community in the coming years. We believe the attainment of these objectives will represent another chapter
in your Company’s history: the return of long-term disciplined and profitable growth, Since our opportunities are
large, our competition is strong. This Company embraces the challenge. We are proud of our accomplishments but
clearly are not satisfied. We look forward to executing on our strategy.

LOMCDERMOTT IS MORE THAN YOU THINK
{ reqularly hear or read someone’s description of what they believe McDarmott to be. In reality, McDermoll is almost
always much more than they understand and articulate.

For instance, McDermott is strong in North America, but our reach spans the globe. We're a market leader in
power generation, but equally recognized in oit & gas and government operations. Engineering & construction is our
industry, but we also have a solid parts and service business as well as specialty manufacturing operations. Just
about any way we can be described, there's more that can be added.

Probably the best description of who "McDermott is” would be my 27,800-plus co-workers, each of whom
| proudly call my colleague. In a competitive marketplace, these men and women
chose to be with McDermott during our gifficult times and they represent why 1 am

so confident we will be successful going forward.

Best regards,

e

Bruce W. Wilkinson
Chairman of the Board and Chief Executive Officer

McDermoit is a Talented, Global Workforce

Based in Houston, lexas, McDermott's operations and its 27,800-plus employees
across the country and around the globe, help support the world's energy needs.
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Statements we make in this Annual Report on Form 10-K which express a belief, expectation or intention, as well as
those that are nor historical fact, are forward-looking statements within the meaning of the Private Securities
Litigation Reform Act of 1995. These forward-looking statements are subject to.various risks, uncertainties and
assumptions, including those to which we refer under the headings “Cautionary Statement Concerning Forward-
Looking Statements™ and “'Risk Factors” in ltems 1 and 14 of Part I of this report.

. PART I A
Item 1. BUSINESS

A.GENERAL

McDermott International, Inc. (*“MII™), incorporated under the laws of the Republic of Panama in 1959, is an
engineering and construction company with spectalty manufacturing and service capabllmes and is Lhe parent company
of the McDermott group of companies, which includes:

» J. Ray McDermott, 5.A., a Panamanian subsndlary of MIT (*JRMSA”}, and its consolidated subsidiaries;
McDermott Holdings, lnc a Delaware subsidiary of MII (*“MHI™), and its consohdated subsidiaries;
McDermott Incorporated, a Delaware subsidiary of MHI (“MI™), and its consolidated subsidiaries;

The Babcock & Wilcox Companies, a Delaware subsidiary of MI (“B&WC”);

BWX Technologies, Inc., a Delawaré subsidiary of B&WC (“BWXT™), and its consolidated subsidiaries; and -
The Babcock & Wilcox Company, a Delaware subsidiary of B&WC (“B&W”), and its consolldated
subsidiaries.

us” and “our” mean MII

" L

In this Annual Report on Form lO-K unless the context otherwise mdlcates
and its consolidated subsidiaries.

We are a worldwide energy services company operating in three business segments:

e Offshore Oil and Gas Construction, previously referred to as Marine Construction Services, includes the
results of operations of JRMSA and its subsidiaries and JRMH and its subsidiaries, héreafter collectively
referred to as “JRM,” which supply services primarily to offshore oil and gas field developments worldwide.
This segment’s principal activities includé the front-end design and detailed engmeermg, fabrication and
instailation of offshore drilling and productlon facilities and installation of marine pipelines and subsea

_production systems. This segment operates in most major offshoré oil and gas producing regions throughout
the world, including the United States, Mexico, the Middle East, India, the Caspian Sea and Asia Pacific. - .

*  Government Operations includes the results of operations of BWXT and its subsidiaries. This segment
supplies nuclear components and provides various services to the U.S. Government, including uranium
processing, environmental site restoration services and management and operating services for various U.S.
Government-owned facilities, pnmanly within the nuclear weapons complex of the UL.S. Depanment of'

: Energy (“DOE") i _ ) ' o ‘
s Power Generation Systems includes the results of operatioris of B&W and its subsidiaries. This segment
‘provides a variety of services, equipment and systems to generate steam and electric’ power at energy
facilities worldwide. On February 22, 2006, B&W and three of its subsidiaries exited from Chapter 11
Bankruptcy proceedings. As a result of B&W’s Chapter 11 proceedings, we did not consolidate the results of
operations of B& W and its subsidiaries in our consolidated financial statements from February 22, 2000 e
through February 22, 2006. Amounts reported for this segment during that period reflect only the results of
* operations of several foreign subsidiaries not owned by B&W. See Note 20 to our consolidated ﬁnanc:al
' statements mcluded in this report for mformatlon on B&W and its sub51dlanes E o
The following tables sSummarize our revenues and operating income by business §egment for the years ended

December 31, 2006, 2005 and 2004. See Note17 to our consolidated financial statements included in this report for -

additional information about our business segments and operations in different geographic areas. )

'
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Vo Year Ended

B . December 31,
' 2006 . 2005 . 2004
; oo ' o {In Millions)
"REVENUES : : : T : S
Offshore Oil and Gas Construction $ 1,6103 § 12389 § 1,3578
Government Operations 630.1 ~  601.0 555.1
Power Generation Systems 1,888.6 - -
Adjustments and Eliminations ‘ (8.9 {0.2) |- :

- $4120.1 8 18397 $ 19129

OPERATING INCOME:

) ‘Segment Operatmg Income (Loss) L
Offshore Oil and Gas Construction $  209.9 § 1498 § . 538
. Government Operations . .. 828 .- 68.0 767
- Power Generation Systems 101.9 _(0 9) . 0.9
] ' .8 3946 § 2169 § 1296

Coe
i

4

Gain (Loss) on Asset Disposals "
and Impairments - Net: ' ' : '
Offshore Oil and Gas Construction $ ° (162) $° 64 § 303
Government Operations 1.1 0.1 . 0.6 -
Power Generation Systems 0.1 - 1.6
) T8 (150) & 65 8 325 ' c

v

Equity in Income (Loss) from Investees:
Offshore Oil and Gas Construction $  (2.9) $ 28 § - 19
Government Operations ‘ " 278 31.3 325
7 Power Generation Systems 125 6.4 2o *
T ' - "% 374§ 405 $ 356 !

o

Unallocated corporatet” - (29'.9)' (39.9)  (49.6) ° )
‘ B B - % 3871 - § 2240 % 1481 - -
-+ (1) See Note 17 to our consolidated finuncial s.'aremems included in this report for ﬁJrlher o
mformanon on unallocaied corporate expenses!! ot \

B.OFFSHORE OIL AND GAS CONSTRUCTION. 1
Vo - b ’ f - .. 1
General N e Ve

The Offshore Oil and Gas Construction segment’s business involves the front-end design and detailed engineering,
fabrication and installation of offshore drilling and production facilities and installation of marine pipelines and subsea
production systems. This segment also provides comprehensive project management and procurement services. This
segment operates in most major offshore oil and gas producmg regions throughout the world, including the United
States, Mexico, the Middle East, India, the Casplan Sea and Asia Pac1f' ic. . at .

4,
H 0

Offshare Oil and Gas Constructlon Vessels and Propertles y ; L ' . :

We operate a fleet of. marine vessels used in ma_lor offshore constructlon We currently own or through our
ownership interest in a joint venture, operate one derrick yessel and six combmatlon demck—plpelaymg vessels. We
also operate a pipelay vessel and a dive support vessel for a subdivision of the state-owned oil company of
Azerbaijan. The lifting capacities of our derrick and combination derrick-pipelaying vessels range from 660 to 4,400
tons. These vessels range in length from 350 to 497 feet and are fully eqmpped with revolving cranes; auxiliary
cranes, welding equipment, pile-driving hammers, anchor winches and a variety. of additional equipment. Four of
our owned and operated. vessels are self-propelled with three also having dynamic posmomng systems. We also
have a substantial inventory of specialized support equipment for intermediate water and deepwater construction and

2




pipelay. In addition, we own or lease a substantial number of other vessels, such as tugboats, utility boats, launch
barges and cargo barges, to-support the operations of our major marine construction.vessels. . .

The following table sets forth certain information with respect to the major construction vessels utilized to
conduct our Offshore Oil and Gas Construction business, including their location at December 31, 2006 (except
where otherwise noted, each of the vessels is owned and operated by us):

L L , . ) Coee ) . . ,Maximum
o . Year Emered Maximum Pipe
Service/ Derrick Diameter
Location and Vessel Name Flag Vessel Type } . Upgraded  Lift {tons) {inches}
UNITED STATES A o :
DB 50 (a) Panama  Pipelay/Derrick : 1988 4,400 20
DB 16 (a) . . US.A. - Pipelay/Derrick o 1967/2000 860 30
Intermac 600 (b) US.A. Launch/Cargo Barge 1973 — —
MIDDLE EAST ' ’ ‘ o . . ‘
DB 27 Coe Panama ; - : Pipelay/Derrick : L ;-1974,.. 2,400 60
DLB KP1 ' Panama Pipelay/Derrick 1974 660 60
CASPIAN SEA ) . ‘ S o . .
Israfil Husseinov (¢) - |, . Azerbaijan  Pipelay . -1997/2003 | — . - 60,
Akademik Tofiq lsmayllov (a)(c) Azerbaijan Dive Support Vessel T 1987/2095 J—— — J
ASIA PACIFIC ‘ - :
DB 10! Panama Semi-Submersible Derrick 1978/1984 3,500 - . —.
DB 30 Panama Pipelay/Derrick 1975/1999% 3,080 60
DB 26 S, o . «+ Panama . Pipelay/Derrick - - 1975 900 . 60
Intermac 650 (d) «.. - Papama‘ ., Launch/Cargo-Barge ... . 1980/2006 — —.
Franklin I11 . Panama. Shallow Water Barge . 1997 Qo= —,
(a) Vessel with dynamlc positioning capability. . _ T C .

(b) The dimensions of this vessel are 500" x 120° x 33°. | ' . '
{c) Operated by us.for a subdivision of the State Oil Company of the Azerbauan Repubhc . ) ,
{d} The overall dimensions of this vessel are 650’ x 170" x 402, . R L '

Governmental regulations, cur insurance policies and some of our financing arrangements require us to
maintain our vessels in accordance with standards.of seaworthiness and safety set by governmental authorities or
classification societies. We maintain our fleet to the standards for seaworthiniess, safety and health set by the
American Bureau of Shipping, Den Norske Veritas and other world- -recognized classification societies.

Our principal fabrication facilities are located near Morgan City, Louisiana, in Indonesia on Batam Island and in
Dubai, U.A.E., and we are currently developing a new fabrication facility. on the east coast of Mexico in the Port of
Altamira, for which we are targeting to begin operations in the third quarter of 2007. We also operate a portion of
the Baku Deepwater Jacket Factory fabrication facility in Baku, Azerbaijan, which is owned by a subsidiary of the
State Oi} Company of the Azerbaijan Republic. Our fabrication facilities are equipped with a wide variety of heavy-
duty construction and fabrication equipment, including cranes, welding equipment, machine tools-and robotic and
other automated equipment. We fabricate a full range of offshore structures, from conventional jacket-type fixed
platforms to intermediate water and deepwater platform configurations.employing Spar, compliant-tower and -- -
tension leg technologies as well as floating, production, storage and ofﬁake (“FPSO”) technology.

Explratlon dates, mcludmg renewal options, of leases covenng land for IRM s fabrication facﬂmes at “,.-‘_ L _
December31 2006 were as follows: o P . . i |

Morgan City, Louisiana Years 2008-2048 | . .

i Dubai (Jebel Al), U.AE. . .. Year2015 .. L .
5 .. Batam Island, Indonesia C Years 2029-2038 . , . . foe
Altamira, Mexico - . Year2036 .. - T ’




As a result of renewal options on the various tracts comprising the Morgan City. fabrication facility, we have the
ability, within our sole discretion, to continue leasmg almost all the land we are currently using for that facility until |
2048.

Foreign Operations

JRM’s revenues, net of intersegment revenues, and its segment income derived from operations located outside of
the United States, as well as the approximate percentages to our total consolidated revenues and total consolidated
segment income;" respectively, for each of the last three years were as follows (dollars in thousands):

Reveries Segment Income
. Amount Percenr Amount Percent
" Year ended December 31, 2006 S $ 1,378,339 33% § 214,822 52% :
_ Year ended December 31,2005 S 1,051,547 57% $ 204474 77% ’
* Year endeq December 31,2004 -+ * § ) 832,722 44% - % 84,914 43%

We participate in joint ventures involving operations in foreign countries that sometimes require majority
ownership by local interests. See Note 17 to our consolldated financial statements included in thls report for further
information on the geographrc distribution of our revenues.

Y

.

Customeérs ) ’ - R . ;

- JRM’s customers are primarily oil and gas companies, including several foreign government-owned companies.
JRM’s five largest customers during 2006 were Azerbaijan International Operating Company, Aramco Overseas
Company BV, Dolphin Energy Limited, Ras Laffan Liquified Natural Gas Company Limited and Conoco Indonesia,
Inc., which accounted for 8.5%, 6.6%, 3.1%, 1.9% and 1.3% of our total consolidated révenues, respectively. JRM’s
five largest customers during 2005 were Azerbaijan Intemational Operating Company, Ras Laffan Liquified Natural
Gas Company Limited, BP Plc and its subsidiaries; Exxon Neftegas Limited and Apache Energy Limited, whtch
accounted for 20. 0%, 5.8%, 5.3%, 4.9% and 4. 5% of our total consolidated revenues, respectively.

The level of e'ngineering and construction services required by any one customer dépénds upon the amount of
that customet’s capital expenditure budget for offshore construction services in any single year. Consequently,
customers that account for a significant portion of revenues in one year may represent an 1mmatenal pomon of .
revenues in subsequent years.

Contracts' : o B S o oL

oy, . T . . L

We have historically performed work ona ﬁxed prlce cost-plus or day rate basis or a combination of these -
methods. Most of our long-term contracts have provisions for progress payments. We attempt to cover anticipated-
increases in costs of labor, material and-service costs of our ]ong—term contracts, either through an est:mate of such
charges, whtch is reﬂected n the original prtee or through f prtce escalation clauses <

We recognize our contract reveniues and related costs on a percentage -of-completion basis. Accordmgly, we
review contract price and cost estimates pertodtcally as the work progresses and reflect adjustments in income
proportionate to the percentage of completion in the period when we revise those estimates. To the extent that these

) adJuStlTlEHlS result in a reduction or ani elimination of previously reported profits wrth respect toa prolect we would
recognize a charge against current earnings, which could be material.

Our arrangements with customers frequently require us to provide letters of credit or bid and performance bonds
to secure bids or performance under contracts for offshore construction services. While these letters of credit and
bonds may involve significant dollar amounts, historically, there have been no material payments to our customers
under these arrangements. These arrangements are typical in the industry for projects outside the U.S. Gulf of
Mexico.




In the event of a contract deferral or cancellation, we are generally entitled to recover costs incurred, settlement
expenses and profit on work completed prior to deferral or termination. While we have not-generally expetienced -
significant project cancellations, significant or numerous cancellations could adversely affect our busmess financial
condition and results of operations. : - -

Backlog - ‘ o 1
As of December 3.1', 2006 and 2003, our Offshore Oil and Gas Cémstruction segment’s backlog amounted to .
approximatety $4.1 billion and $1.8 billion, respectively. This represents approximately 54% and-50% of our total
_consolidated backlog at December 31, 2006 and 2005, respectively. Of our December 31, 2006 backlog in this

segment, we expect to recognize revenues as fo]lows (1n appr0x1mate millions): =~ .. . .. . v .
P AM o P wo
Quarter Ended: . T L e
March 31, 2007 $ 500 ' .
June 30, 2007 . $ 490 . )
September 30,2007 .~ '$ 530 : e o

December 31, 2007 $ 600 . . n
Year Ended Decémber 31, 2008 $1,550 .

Thereafter T $ 460
Wh]ie fabncanon pI’Q]CCtS are typlcal]y awarded substantlally in, advance of performance as a result of the
requ1red lead tlme for procuremem the offshore construction industry is highly seasonal'in some geographic
regions. Because of the more conducwe weather conditions, most installation operations are conducted in the
warmer months of the year in those areas, and many of these contracts are awarded with only a short period of time
before the desired time of project performance. Projects in our backlog may be cancelled by customers.

Raw Materials " ' e
. ) . ) Lo . [ - . .

Our Offshore (il and Gas Construction segment uses raw materials, such as carbon and alloy steels in various
forms, welding gases, paint, fuels and lubricants, which are available from many sources. We generally purchase these
raw materials and components as needed for individual contracts. Although shortages of some raw materials and fuels

have existed from time to time, no serlous shortage exists at the present time. Our Offshore Oil and Gas Construction

segment does not depend on a single sétirce of supply for any SIgmﬁcant raw ‘inaterials.- - t

o ' - .
1 . 5 +

‘Competition
We believe we are among the few offshore construction contractors capable of providing a full range of services

in major offshore oil and gas producing regions of the world. We believe that the substantial capital costs involved

in becoming a'full-service offshore construction contractor create a significant barrier to entry into the market as a

global, fully integrated competitor. We do, however, face substantial competition from regional competitors and less

mtegraled providers of offshore construction services, such as engmeerlng firms, fabrlcauon fac1]1t1es plpelaymg

companies and shipbuiiders. L _ . S
A number of companies compete with us in each of the separate marine pipelay and constriction and

fabrication phases in various parts of the world. These competitors include Allseas Marine Contractors S.A.; '

Daewoo Engineering & Construction Co., Ltd.; Global Industries, Ltd:; NPCC (Abu Dhabi); Heerema Group; s

Hyundai Heavy Industrial Co., Ltd.; Kiewit Offshore Services, Ltd.; Nippon Steel Corporation; Saipem S.p.A ;

Acergy S.A.; and Technip S.A. Contracts are usually.awarded on a comipetitive bid basis. Although we believe

customers consider, among other things, the availability and technical capabilities of equipment and personne!, Ny

efficiency, condition of equipment, safety record and reputation, price competition is normally the primary factor in

determining which qualified contractor with available equipment is awarded a contract. Major construction-vessels .

have few alternative uses and, because of their nature and the environment in which they work, have relatively high :

. D -
. " .+ i . [




maintenance costs whether or not they are operating. ‘See the discussion in Item 1A, “Risk Factors,” for additional
information on the competitive nature of our Offshore Oil and Gas Construction segment.

i L o . .

Factors Affecting Demand

Our Offshore Oil and Gas Construction segment’s activity depends mainly on the capital expenditures for oftshore:
construction services of oil and gas companies and foreign governments for constructlon of development projects.
Numerous factors influence these expenditures, including; . " , .

- oil and gas prices, along with expectations about future'prices; - i
the cost of exploring for, producing and delivering onl and gas ' v
the terms and conditions of offshore leases; . . o .
the discovery rates of new oil and gas reserves in-offshore areas;
the ability of businesses in the oil and gas industry to raise capital; and
local and international political and economic conditions.

ISee_ Ttem 1A, “Risk Factors,” for further information on factors affecting demand.
C. GOVERNMENT OPERATIONS
General

Our Government Operations segment consists of the operations of BWXT and its subsidiaries. Through this
segment, we manage complex, high-consequence nuclear and national security operations, and we are a principal
supplier of nuclear components and advanced energy products to the U.S. Governmeént. Throtgh our operanon of
this segment, we have over 50 vears of expenence in the ownership and operation of large nuclear development,
production and reactor facilities, including 48 years of providing precision- manufactured components for the U.S.
Navy. Principal areas of operation include:

.. provndmg precision manufactured components for the U.S. Navy’s nuclear véssels;
managing and operating nuclear production facilities;
managing and operating environmental management sites;
managing spent nuclear fuel and transuranic waste for the DOE;
providing critical skills and resources for DOE sites; and
developing and deploymg next generation technology in support of U. S. Govemment programs.

‘ BWXT conducts the operations of our Goxjemment Operations segment through twa primary subsidiaries or
divisions: BWXT Services, Inc. and its Nuclear Operations Division,

In 2006, BWXT formed its Nuclear Operations Division by consolidating its Nuclear Equipment Division and
its Nuclear Products Division. We believe this consolidation will result in greater operating efﬁc1cnc1es cost savings
and synergies in BWXT s nuclear business. -

Properties ;..
BWXT’s principal manufacturing facilities are located in: .
s Lynchburg, Virginia; '
e . Barberton, Ohio;.and R . o ,
* Mount Vernon, Indiana o . '
Each of these facilities is locatéd ON Property we own. ». ... : ‘

The Lynchburg, Virginia facility, which is BWXT’s Nuclear Operations Division’s primary manufacturing
plant, is the nation’s largest commercial high-enriched uranium processing facility. The facility resides on 437 acres
with 870,000 square feet of manufacturing area and comprises approximately 60 buildings and trailérs. The site is
* the recipient of the highest rating given by the Nuclear Regulatory Commission for license performance. The
performance review determines the safe and secure conduct of operations of the facility. The site is also the largest
commercial International Atomic Energy Agency-certified facility in the U.S.




. . CF . ’ ¢ ' '
" Precision components-and products ranging in size from a few grams to hundreds of tons can be accommodated
in the Lynchburg facility. Modern multi-axis-machining centers use computer controls with direct links to o
distributed computer-aided design and manufacturing networks. Computer-contrelled electron beam, plasma and
tungsten inert gas welding are used for joining a variety of special materials, including.nuclear, refractory,
superconducting alloys, stainless steel, inconel, titanium and aluminum. Other facility capablhtles mclude
o advanced heat treatment to optimize material properties 6f components;
e . computerized real-time accept/reject dimensional inspection coordinate measuring systems-‘ for
dimensional inspection, ctistom inspection gauging and calibration, destructive/nondestructive testing,
dye check, Zyglo inspection, Cryogenic testing, ultrasonic inspection, magnetic particle inspection and
computer or direct numerical control machining and inspection;
¢ the design and development of advanced nuclear fuels systems for space defense, research and
‘commercial applications; and - ) .
¢ the production of a]ummum-clad uranium fuel e]ements of high and low enrichments for research and
-test reactors ' -

-

' - .
g . . . . .. i ‘.
+ a2 N v - '

The other manufacturing facilities for BWXTs Nuclear Operations Division are the.Barberton, Ohio and
Mount Vernon, Indiana facilities. The Barberton facility includes 69 acres with 548,000 square feet of
manufacturing area and 119,000 square feet of office area. The Mount Vernon facility, located on the Ohio River,
includes 580,000 square feet of manufacturing space and 61,000 square feet of office space. The main
manufacturing bay of the Mount Vernon facility i is. sérviced by two 500-ton cranes, which extend over a barge dock
on the Ohio River. ' . _ g . o .

LR

Both the Barberton and Mount Vernon facilities utilize multiple, full-contouring, computer numerical .control
horizontal and vertical machining centers; large gantry robotic weldmg centers; and state-of- the art support

equipment for machining and welding. - Do v . .

H

Operations ' Co :

BWXT manages and operates c_oniple)r, high-consequence nuclear and national security operations for the DOE
and the National Nuclear Security Administration (“NNSA™), primarily through joint ventures, limited liability
corporations and partnerships. In addition, BWXT prowdes a broad array of techmcal services in support of DOE
and NNSA operations and facilities. - '

Ll . . n ’ T

BWXT prowdes operanons management and technical services in support of the f‘ollowmg U.s. Government

facilities: SRS
' o . ST LT . . ' i L,
*+ Idaho National Laboratory. The [daho National Laboratory is an-830-square-mite DOE site near Idaho
' Falls, Idaho that serves nuclear; national security and scientific research purposes. Operations at the
facility include procéssing and managing radioactive and hazardous materials-and nuclear reactor design,
demonstration and safety. BWXT manages the nuclear and national secunty operanons of lhlS site as a
team member of the Batlelle Energy Alliance, the operator of'the site. o T ‘<
» Savannah River Site. The Savannah River Site is a 310-square mile DOE industrial complex, located in
Aiken, South Carolina, dedicated to the processing and storing of niuclear materials in support of the
national defense and U.S. nuclear nonproliferation efforts. The site also develops and deploys technologies
to improve the environment and treat nuclear and hazardous wastes. As an integrated contractor at this site,
BWXT is responsible for nuclear matérials management and the startup and operation of a facility to
extract trmum a radioactive form of hydrogen necessary for the nation’s nuclear weapons stockplle
D1 S " - L
*  Strategic Petroleum Reserve, The Strategic Petroleum Reserve provndes emergency supply of cmde oil
stored at four sites in huge underground salt caverns along the Texas and Louisiana Gulf Coast. Since
1993, the facility has been managed and operated by DynMcDermott Petroleum Operations Company, a
joint venture of DynCorp/CSC, McDermott International, Inc., International Matex Tank and Terminals
and Jacobs Engineering. BWXT manages the contract for McDermott International, Inc,

&



+  Pantex Plant. The Pantex Plant ts a 16,000-acre NNSA site located near Amarillo, Texas. Key operations
at this facility include evaluating, retrofitting and repairing nuclear weapons; dismantling and sanitizing
nuclear weapons components; developing, testing and fabricating high-explosive components; and handling
and storing plutonium pits. BWXT, through a joint venture with Honeywell International Inc. and Bechtel”
National, Inc., manages and operates the facility. .

. 4 . . .

« Y-12 National Security Complex. The Y-12 facility is an 811-acre NNSA site located in Oak Ridge,
Tennessee. Operations at the site focus on the production, refurbishment and dismantlement of nuclear
weapons components, storage of nuclear material and the prevention of the proliferation of weapons of
mass destruction, As the prime contractor, BWXT, through a joint venture with Bechtel National, inc.,
manages the facility. - ) . )

]
N

»'  Los Alamos National Laboratory. The Los Alamos National Laboratory is located in New Mexico and is
the DOE weapons laboratory with the largest number of defense facilities and weapons-related activities. It
is the foremost site for the government’s ongoing research and development on the measures necessary for
certifying the safety and reliability of nuclear weapons without the use of nuclear testing. Since 2006,
BWXT, as part of Los Alamos National Security, LLC, is the management and operations contractor for
this facility. Previously, BWXT was a subcontractor to the University of Catifornia at this facility, -
provndmg Nuclear Facility Operations Assessment, Advnsory and Technical Support Services.

¢ 0Oak Ridge National Laboratory The Oak Ridge Nattonal Laboratory is-a multi-disciplined science and
technology complex located on a 58-square mile site near Oak Ridge, Tennessee. This facility is managed
and operated by UT-Battelle, LLC for the DOE. BWXT, as an integrated subcontractor to UT-Battelle
LLC, provides technical support in the areas of nuclear facnltty management and operanon C

With manufacturmg fac1lit1es located in Barberton, Oth Mount Vernon, Indiana, and Lynchburg, Vlrglma
BWXT’s Nuclear Operations Division specializes in the design and manufacture of close-tolerance and high-quality
equipment for nuclear applications. In addition, it is a leading manufacturer of critical nuclear components, fuels
and assemblies for government and commercial uses. The division has supplied nuclear components for DOE
programs since the 1950s. In addition, it is the largest domestic supplier of research reactor fuel elements for
colleges, universities and national laboratories. BWXT’s Nuclear Operations Division also provides uranium targets
used for medical isotopes and converts or downblends high-enriched uranium into low-enriched fuel for use in
commercial reactors to generate electricity. The division also has over 100 years of experience in supplying heavy
fabrications for industrial use, including components for defense applications.

BWXT’s Nuclear Operations Division works closely with the DOE supported non-proliferation program.
Currently, it is assisting in the development of a high-density, low-enriched uranium fuel required for high-enriched
uranium test reactor conversions. In addition, this division has been a leader in the receipt, storage, charactenzanon
dissolution, recovery and purification of a variety of uranium-bearing materials. All phases of uranium
downblending and uranium recovery are provided at the division’s Lynchburg, Virginia site,

BWXT’s Nuclear Operations Division has an experienced staff of design and manufacturing éngineers capable
of performing full scope, prototype design work coupled with manufactunng integration. Its engineering capabilities
include: :

s steam separation equipment design and development; .
thermal-hydraulic design of reactor plant components; ,
structural component design for precision manufacturing;
materials expertise in high-strength, low-alloy steels, nickel-based materia]s and others; '
material procurement of tubing, forgings, weld wire; and e
fully-equipped metallographic and chemical analysis laboratory facility.

' .. . - Al

.

The Nuclear Operations Division also implements strong quality assurance programs for its products.




Customers

‘ The U.S. Government is the primary customer of our Government Operations segment, comprising 97% of.
segment revenues for the year ended December 31, 2006 and 94% of segment revenues for the year ended
December 31, 2005 o :

The Us. Govemment accounted for approx:mately 15%, 31%, and 2?% of our total consolidated revenues for
the years ended December 31, 2006, 2005 .and 2004 respectively, including 14%, 8%, and 26%, respectively,
related to nuclear components.

Contracts ,

Our contracts with the federal govemnment are subject to annual funding determinations. -In addition, contracts
with the federal government and its pr]me contractors usually contain standard provisions for termination at the
convenience of the government or the prime contractor. Upon termination of such a contract, we are genera]ly
entitled to recover costs incurred, settlement expenses and profit on work completed prior to termination. While we
have not generally experlenced significant project cancellations, significant or numerous cancellations could
adversely affect our business, ﬁn_ancra'l condition and results of operations. '

The contracts for the management and operation of U.S. Government facilities are generally structured as five-
year contracts with five-year renewal options, which are exercisable by the customer. These are cost- reimbursement
contracts with a U.S. Government credit line with little corporate-funded working capital. As a U.S. Government
contractor, we are subject to federal regulations under which our right to receive future awards of new federal
contracts may be unilaterally suspended or barred if we are convicted of a crime or indicted based on allegations of a
violation of specific federal statutes. )

1

Backlog

A’ of December 31, 2006 and 2605, our Governiment Operations segment’s backlog amounted to approximately
$1.3 billion and $1.8 billion, or approximately 17% and 50%, respectively, of our total consolidated backlog. Of our
December 31, 2006 backlog in this segment, we expect to recognize revenues as follows (in approximate millions):

L

Ny Amount =
Quarter | Ended L o
" March3i,2007 © Ctsoson 0T
June 30, 2007 $ 120 ’
September 30, 2007 $ 120
" December 31, 2007 $ 110

Year Ended December 31, 2008 $ 310
Thereafter . 3 a0 _ o

As of December 31, 2006, this segment’s backlog with the U.S. Government was $1.3 billion {of which $25.1
million had not yet been funded), or approximately 15% of our total consolidated backlog. During the year ended
December 31, 2006, the U.S. Government awarded new orders of approximately $94.3 million to this segment.
Historically, this segment received a substantial amount of its backlog from the U.S. Government in the fourth
quarter of each year. We are currently negotiating terms and conditions on potential new bookings with the U.S,
Government and expect to receive awards in the first quarter of 2007, in line with prior years’ fourth quarter
amounts.' _

. - LA . . .
Raw Matenals S SR o SR

Our Government Operatlons segment relies on several single-source suppliers for materials used in its products,
We believe these suppliers are viable, and we and the U.S. Government expend significant effort to maintain the
supplier base.




Competition

Our Government Opetations segment is engaged ina hlghly competitive business, through its managemem and
operation of U.S. Government facilities, in which customer contracts are typically awarded through competitive
bidding processes. We compete with other general and specialty contractors, primarily on price, reputation, value
and quality of service. Our Government Operations segment’s competitors in the delivery of goods and services to
the U.S. Government and the operation of U.S. Government facilities mclude Bechtel National, Inc., Washmgton
Group International, CH2M Hill, Inc., Fluor Corporation, Lockheed Martin Corporatlon and Nuclear Fuel Serwces
Inc. !

Factors Affecting Demand

Our Government Operauons segment § operations’ are generally capital- mtenswe on the manufacturmg side.
This segment may be impacted by U.S: Government budget restramts and delays o

The ‘demand for nuclear components for the U.S. Government comprises a substantia} portion of this segment’s
backlog. We expect that orders for nuclear components will continue to be a significant part of backlog for the'
foreseeable future; however, such orders are subject to defense department budget constraints.

See Section 1A, “Risk Factors,” fof further irifox:mgition on factors affecting demand.’

¢ .
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D. POWER GENERATION SYSTEMS' '

v

General

Our Power Generation Systems segment consists primarily of the operations of B&W, which werenot
consolidated in our financial results from February 22, 2000 through February 22, 2006. See Note 20 to our
consolidated financial statements included in thls report for information on the reconsolldanon of B&W, effectwe
February 22, 2006. v

P i N N . " .
S . B . ¥ - i

B&W is a leading supplier of fossil fuel-fired steam generating systems, large replacement commercial nuclear
steam generators and components, environmental equipment and components and related services to customers
around the world. It designs, engineers, manufactures, constructs and services large utility and industrial power
generation systems, including boilers used to generate steam in electric power plants, pulp and paper making,
chemical and process applications and other industrial uses.

Properties .
B&W’s headquarters are located in Barberton, Chio.

B&W'’s principal manufacturing facilities are located in:
s West Point, Mississippi;

¢ Lancaster, Chio; c
* Cambridge, Ontario, Canada; _ . . ‘
e Esbjerg, Denmark; ‘ . e .
+  Melville, Saskatchewan, Canada; and o o chL . - ,
¢ Jingshan, Hubei, China. S - R S,
B&W owns each of these facilities. ' v ' -

B&W’s facility in West Point, Mississippi specializes in the fabrication of products used in the power ger_feradon

industry, including furnace wall panels, complete cyclone furnace assemblies, longflow economizers and generating |

banks, heat recovery steam generators, package boilers and related mechanical and structural components. In addition,
the products fabricated at this facility serve the electric utility, pulp and paper, and other industries. ¥
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The Lancaster, Ohio facility is the headquarters of Diamond Power Intemnational, Inc. (“DPII™), a wholly owned
subsidiary of B&W. DPIl is the largest supplier of boiler-cleaning equipment in the world. This facility supplies
cleaning systems for heat transfer surfaces in boilers of all sizes and for the buming of ali fossil fuels.

r ot da o o
B&W’s Cambridge, Ontano Canada f'amhty specializes in the productlon of steam generatlon products and
services for nuclear utilities, as well as Canadian fossil fuel utility and industrial markets. The Cambridge facility
encompasses approximately 520,780 square feet of office and manufacturing space with plate, machine, header, tube
and boiler shops. In addition, the Cambridge facility contains a 37,000 square foot nuclear assembly clean room built
specifically for the assembly of nuclear steam generators. The Cambridge facility houses a modern welding and

Industrial Skills Training Service Center, a licensed private career college and testing center,

The Melville, Saskatchewan, Canada facility produces steam generation products and custom engineering services
for the Canadian fossil fuel utilities and industrial markets in western Canada and the U.S. This plant fabricates boiler
components mcludmg pressure pans heater elements economizer-tibe elements hoppers and ducts. <ot

B&W?s Esbjerg, Denimark facility is the principal facility of Babcock & Wilcox Volund. Thls facrllty is equ:pped
with a wide variety of heavy-duty fabrication equipment, including welding equipment, machine tools and other
automated equipment. The primary focus of this, facility is on new plant equipment for waste-to-energy plants. .

The Jingshan, Hubei, China facility’is a leading supplier o_'f boiler cleaning equipment to China’s utility power
market. In addition, it is also a supplier of ash handling products and systems for domestic and export markets,
In addition to the above, B&W has several smaller facilities in different locations around the world. It also has a,
significant boiler manufacturing joint venture in. Chma
. . s L B L
Operations Lo L L . . ] -

_ B&W and its subsrdlanes . , o Yoer
. prowde engmcered to-order s services, products and systems for energy conversion worldwnde and related .

auxiliary equipment, such as burners, pulverizer mills, soot blowers and ash handlers;

manufacture heavy-pressure equipment for energy conversion, such as boilers fueled by coal,-oil, b1tumen
-natural gas, solid municipal waste, biomass and other fuels; Coe L . o
fabricate steam- generators and reactor heads for nuclear power plants; - ' .
design.and supply environmental control systems, including both.wet and dry scrubbers-for flue gas -
desulfurization, modules for selective catalytic reduction of nitrous oxides and electrostatic precipitators
and similar devices; .

‘construct power plant equipment and provide related heavy mechanical erection services;

e support operating plants with-a wide variety of services, mcludmg the installation of new systems and

replacement parts, engineered upgrades, construction, maintenance and field technical services, suchas - -

condition assessments;

s ‘provide inventory services to help customers respond quickly to plant interruptions ard construcuon crews

- to assist in maintaining-and repairing operatmg Equlprnent and -
» provide power through cogeneration, refusé-fueled power plants and other independent power—producmg
facilities and participate in this market as contractors for engineer-procure- -construct services, as equipment
suppliers, as operations and maintenance contractors and as an owner.
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B&W’s revenues, net of intersegment revenues, and its segment income derived from operations located outside of
the United States, 4s well as the approximate percentages 1o our total consolidated revenues and total consolidated-
segment income, respectively, for the year ended December 31, 2006 were as follows (dollars in thousands):

o ‘ y . . Revenues Segment Income - Lo

, Amount - Percent Amount . Percent. ey
Yearendetil'December 31, 2006 ‘ . 3 415,995 10% § 32,050 8%

Customers’
N . PR ! . .

Our Power Generation Syslems segment’s pnncnpal customers are govemment— and investor-owned utllmes and
independent power producers, businesses in various process.industries, such as pulp and paper niills, petrochemical
plants, oil refineries and steel mills and other steam-using businesses and governmental units. Customers normally
purchase services, equ:pment or systems from B&W after an extensive eva]uatlon process based on competitive
bids. . . _ ) . :

B&W’s five lai'gest customers during the year endéd December 31, 2006 were American Electric Power
Company, Inc., Duke Energy Corporation, Bechtel Power Group Incorporated, Bruce Power Limited and First
Energy Corporatlon whlch accounted for 5.3%, 4 0%, 2.7%, 2. 6% and 1.5% of our total consoltdated revenues,
respectively, *-

Contracts S ' o _
+ L

We have historically performed work on a fixed-price or cost-plus basis or a combination of these methods.
Most of our long-term contracts have provisions for progress payments. We attempt to cover anticipated increases in
costs of labor, material and service costs of our long-term contracts, either through an estimate of such charges,
which is reflected in the original price, or through price escalation clauses. Most of those long-term contracts contain
provxsmns for progress payments : ) ‘

We generally recognize our contract reveniues and related costs on a percentage—of—completlon basis.
Accordingly, we review contract price and cost estimates periodically as the work progresses and reflect adjustments
in income proportionate to the percentage of completion in the period when we revise those estimates. To the extent
that these adjustments result in a reduction or an elimination of previously reported profits with respect to a pr0_|ect
we would recognize a charge against current earnings, which could be material. t .

Our arrangements with customers frequently require us to provide letters of credit or bid and performance bonds
to secure bids or performance under contracts. While these letters of credit and bonds may involve significant dollar
amounts, historically, there have been no material payments to our customers under these arrangements. _.'

In the event of a contract deferral or cancellation, we are generally entitled to recover costs incurred, settlement
expenses and profit on work completed prior to deferral or termmatlon Significant or numerous contract »
cancellations could adversely affect our business, financial condition and results of operations. . "

F
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Backlog

. L.

As of December 31, 2006, our Power Generation Systems segment’s consolidated backlog amounted to
approximately $2.2 billion, or approximately 29% of our total consolidated backlog. At December 31, 2005, B&W’s
consolidated backlog amounted to approximately $2.1 billion, which was not included in our total consolidated backlog
due to B&W’s then pending Chapter |1 proceedings. Of the December 31, 2006 backlog in our Power Generation
Systems segment, we expect to recognize.revenues as follows {(in approximate mitlions): |,

. . T

Amount
“ Quarter Ended: Lo
" March 31, 2007 "$ 450 .
June 30, 2007 $ 260
September 30, 2007 - % 300 - ,
December3l 2007 ©% 240 T
Year Ended December3l,2008 $ s60

Thereafter ' : ' § 400

In June 2006, B& W was awarded separate contracts to supply eight supercritical, coal-fired boilers and ,
selective catalytic reduction (“SCR™) systems as part of TXU Corp.’s solid-fuel power generation program in Texas.
The expected revenues from these awards exceeded $1 billion"\B&W’s backlog at June 30, 2006 and September 30,
2006 reflected all the TXU awards."B&W has received notice from TXU to suspend activity on five of the eight-
boilers and SCR systems. The notifications did not specify the lenglh of the suspensions. The notifications obligate
B&W to suspend performance on these five units. The suspension prowsmns allow B&W. reimbursement of
suspension cost and equitable adjustment to the price, schedule and other relevant terms of the contract.
Additionally, on February 26,2007, TXU issued a press release and conducted an'investor conference call relating
toa proposed buyout transaction 1nvolvmg TXU announced on that date. In the investor conference call, ! L
representatives of TXU indicated that it is reducing planned coal-fueled generation unit$ in Texas from eleven to
three and that the permntmg process for the eight units to be’ prowded by B&W will be suspended Because we have
received no cancellation notices from TXU, we have continued to work on the three remaining units which were not
suspended; however, we have excluded the TXU award for lhe eight units from our ending backlog at December 31,
2006.

Raw Materials
y . : .

Our Power Generation Systems segment ises raw materials, such as carbon and alloy steels i in various forms
including plates, forgings, structurals, bars, sheets, strips, heéavy wall pipes and tubes. We also purchase many
components and accessories for assembly. We generally purchase these raw materials and components as needed for
individual contracts. Although shortages:of some raw materials have existed from time to time, no serious shortage
exists at the present time. Our Power Generation Systems segment does not depend on a single source of supply for
any significant raw materials.

Competition o

B&W primarily competes with:

»  anumberof domestic and forelg_.,n “based companics specializing in steam- generatmg systems, equ1pmem
and services, including Alstom S.A., Mitsui Babcock Energy Limited, Babcock Power Foster Wheeler °

) Corporation, Mitsubishi Heavy Industnes and Hitachi, Ltd.; v

e anumber of additional compames in the markets for environinerital control equlpment and related |
specialized industrial equipment and in the independent power-producing business; and

* . other suppliers of reptacement parts, repair and alteration services and other servzces required o backfit and.

' mamtam ex1st1ng steam systems

r .
[




Factors Affecting Demand

Qur Power Cieneration Systems segment’s overall activity depends mainly on the capital expenditures of
electric power generating companies and other steam-using industries. Several factors influence these expenditures,
including: : : ‘

e prices for electricity, along with the cost of production and dlstnbunon oo ‘
prices for coal and natural gas and other sources used to produce electricity;
demand for electricity, paper and other end products of steam-generating facilities;
availability of other sources of electricity, paper or other end products;
requirements for environmental improvements;
level of capacity utilization at operating power plants, paper mills and other steam-'usirfg facilities;
requirements for maintenance and upkeep at operating power plants and paper mil]s to combat the
accumulated effects of wear and tear;
ability of electric generating companies and other steam users to raise capital; and- .

» relative prices of fuels used in boilers, compared to prices for fuels used in gas turbmes and other
alternative forms of generation.

-

Our Power Generation Systems segment’s products and services are capital intensive. As such, customer
demand is heavily affected by the variations in customer’s business cycles and by the overall economies of the
countries in which they operate. .

See Section 1A, “Risk Factors,” for further ir;fdnnation on factors affebling demand.

'E. >PATENTS AND LICENSES

We curféh'tly hold a large number of U,S. and foreign patents and have numerous patent applications pending. We
have acquired patents and licenses and granted licenses to others when we have considered it advantageous for us to do
so. Although in the aggregate our patents and licenses are lmportant to us, we do not regard any single patent or license

or group of related patents or licenses as critical or essential to our business asa whole In general, we depend on our
technological capabilities and the application of know-how rather than patems and licenses, in the conduct of our
various businesses. . - . ‘ . . .

F. RESEARCH AND DEVELOPMENT ACTIVITIES

We conduct our principal research’and development activities through individual business units at our various
manufacturing plants and engineering and design offices. Qur research and development activities cost approximately
$45.2 million, $34.1 million and $29.7 million in the years ended December 31, 2006, 2005 and 2004, respectively.
Contractual arrangements for customer—sponsored research and development can vary on a cas¢-by-case basis and
include contracts, cooperative agreements and grants. Of our total research and development expenses, our customers
paid for approximately $26.5 million, $30.8 million and $25.1 million in the years ended December 31, 2006, 2005 and
2004, respectively. ‘ ‘ .

]

G. INSURANCE .

We maintain iability and property insurance in amounts we consider adequate for those risks we consider
appropriate to insure. Some risks are not insurable or insurance to cover them is-available only at rates that we consider
uneconomical. These risks include war and confiscation of property in some areas of the world, pollution liability,
business interruption, asbestos liability and other liabilities refated to occupauongl health exposures. Depending on
competitive conditions and other factors, we endeavor to obtain contractual protection against some uninsured risks
from our customers. Insurance or contractual indemnity protection, when obtained, [may not be sufficient or effective
under all circumstances or against all hazards to'which we may be subject.

Coverage to insure against liability and property damage losses resulting from nuclear accidents at reactor facilities
of our utility customers is not available in the commercial insurance marketplace, but we do have some protection
against claims based on such losses. To protect against liability for damage to a customer's property, we endeavor to
obtain waivers of subrogation from the customer and its insurer and are usually named as an additional insured under
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the utility customer's nuclear property policy. We also attempt to cap our overali liability in our contracts. To protect
against liability from claims brought by third parties, we are insured under the utility customer’s nuclear liability
policies and have the benefit of the indemnity and limitation of any applicable liability provision of the Price-Anderson
Act. The Price-Anderson Act limits the public liability of manufacturers and operators of licensed nuclear facilities and
other parties who may be liable in respect of, and indemnifies them against, all claims in.eXcess of a certain amount.
This amount is determined by the sum of commercially available lability insurance plus certain retrospective premium
assessments payable by operators of commercial nuclear reactors. For those sites where we provide environmental
remediation services, we seek the same protection from our customers as we do for our other nuclear activities. The
Price-Anderson Act, as amended, includes a sunset.provision and requires renewal each time that it expires. Contracts
that were entered into during a period of time that Price-Anderson was in full force and effect continue to-receive the
benefit of the Price-Anderson Act’s nuclear indemnity. - The Price-Anderson Act was set to expire on December 31,
" 2006; however, Congress re-enacted and extended the Price-Anderson Act in 2005 for 20 years through December 31,
2025, BWXT currently has no contracts involving nuclear materiais that are not covered by and subject to the nuclear
mdemmty prov1510ns of the Price- Anderson Act. :
Although we do not own or operate any nuclear reactors, we-have coverage under commercially available nuclear. |
liability and property insurance for two of our three locations that are licensed to possess special nuclear materials. Of
the three locations, two are located at our Lynchburg, Virginia site.” These.facilities are insured under a nuclear liability
policy that also insures the facility of Framatome Cogema Fuel Company (“FCFC”), formerly B&W Fuel Company,
which we sold during the fiscal year ended March 31, 1993. The two licensed facilities share the same nuclear liability
insurance limit, as the commercial insurer would not atlow FCFC to obtain a separate nuclear Hability insurance policy.
Due to the type or quantity of nuclear material present under contract with the U.S. Government, the two facilities in
Lynchburg have statutory indemnity and limitation of liability under the Price-Anderson Act. In addition, our contracts
to manufacture and supply nuclear components to the U.S. Government contain statutory indemnity clauses under
which the U.S. Govemment has assumed the risks of public liability claims related to nuclear incidents.
T .
BWXT through two of its dedicated limited tiability companies, has management and operaung agreemems w1th
the U.S. Government for the Pantex and Y-12 facilities. Most insurable liabilities arising from these sites are not
protected in our corporate insurance program but rely on government contractual agreements and certain specialized
self-insurance programs funded by the U.S. Government. The U.S. Government has historically fulfilled its contractual
agreement to reimburse for insurable claims, and we expect it to continue this process during our administration of
these two facilities. However, in most of these situations in which the U. S. Government is contractually obligated to .-
pay, the payment obligation is subject to the availability of authorized government funds. '
B&W, principally through its manufacture of heavy-pressure equipment for energy conversion, such as boilers,
and its fabrication of nuclear steam generators, is subject to risks such as accidents resulting in the loss of life or
property and potential environmental issues. While we atiempt to-obtain adequate insurance to cover these risks, it is
possible that insurance against these risks might be unavailable or available only at rates we consider uneconomical.
See Note 10 to our consolidated financial statements included in this report for additional information.

JRM's offshore construction business is subject to the usual risks of operations at sea, including accidents
resulting in the loss of life or property, pollution or other envnronmenlal mishaps, adverse weather conditions,
mechanical failures, collisions, property losses to our vessels, business interruption due to damage to the equipment
or political action in foreign countries and labor stoppages. JRM has additional exposure because it uses expensive
construction equipment, somgtimes under extreme weather conditions, often in remote areas of the world. In many
cases, JRM also operates on or in proximity to existing offshore facilities. These facilities are subject to damage that
could result in the escape of ml and gas into the sea. Litigation arising from any such event may result in our being
named as a defendant in lawsuits asserting farge claims. Depending on competitive conditions and other factors, we
have endeavored to obtain contractiial protection against uninsured risks from our customers. When obtained, such
contractual indemnification protection may not in all cases be supported by adequate insurance maintained by the
customer. These contractual protections are not available in many, cases. In addition, in recent years, we have been
named as a defendant in litigation concerning exposure to lead-based paint, silica; asbestos and weldirg rod fumes.
While we are vigordusly defending these claims, it is possible that existing insurance will not be sufficient to'cover
all potentizl exposure should these proceedings result in an adverse decision for us. See Note 10 to our consolidated
financial statements included in this report for additional information on these issues.

B
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We have several wholly owned insurance subsidiaries that provide workers compensation, employer’s liability,
general and automotive liability insurance and, from time to time, builder’s risk within certain limits, marine huill and
workers' compensation insurance to our companies. We may also have business reasons in the future to have these
insurance subsidiaries accept other risks which we cannot or do not wish to transfer to outside insurance companies.
These insurance subsidiaries have not provided significant amounts of insurance to unrelated parties. Claims as a-result
of our operations could adversely impact the ability. of these captive insurers to respond to all claims presented,
although we believe such a result is unlikely.

Additionally, upon the February 22, 2006 effectiveness of the settlement of the Chapter 11 proceedings of
B&W and its affiliated debtor subsidiaries, MII and most of its subsidiaries contributed substantial insurance rights *
to the asbestos personal injury trust, including rights to (1) certain B&W pre-1979 primary and excess insurance
coverages and (2) certain 1979-1986 excess insurance coverage of MII and its affiliates, including JRM, MHI,
BWXT and B&W, which 1979-1986 excess policies had an aggregate face value of available limits of coverage of
approximately $1.15 billion. These insurance rights provided cover for, among other things, asbestos and other
personal injury claims, subject to the terms and conditions of the policies. With the contribution of these insurance
rights to the asbestos personal injury trust, MII and its affiliates, including JRM, MHI, BWXT and B&W, may have
underinsured or-uninsured exposure for non-B& W-derivative asbestos claims or other personal injury or other -
claims that would have been insured under these coverages had the insurance nghts not been-contributed to the ' -
asbestos personal injury trust. :

H. EMPLOYEES : ' .

At December 31, 2006, we employed approximately 27,800 persons, including employees of B&W, which was *
not consolidated at December 31, 2003, compared with 14,200 at December 31, 2005. Approximately 11,100 of our -
- employees were members of labor unions at December 31, 2006, compared with-approximately 3,100 at December 31,
2005. The increase in employees that are members of labor unions was primarily attributable to an increase in labor
workforce for JRM and the reconsolidation of B&W, Many of our operations are subject to union contracts, which we
customarily renew periodically. Currently, we consider our relationships with our employees to be satisfactory.

1. GOVERNMENTAL REGULATIONS AND ENVIRONMENTAL MATTERS
General - . . . " L

Many aspects of our operations and propertles are affected by po]mcal developmems and are subject to both
domestic and foreign governmental regulations, including those relating to:
e  construction and equipping of offshore production platforms and other offshore facilities;
construction and equipping of electric power and other industrial facilities;
possessing and processing special nuclear materials;
marine vessel safety;
workplace health and safety;
currency conversions and repatriation;
taxation of foreign earnings and earnmgs of expatriate personnel; and
protecting the environment.

~ In addmon we depend on the demand for our offshore ‘constriction services from the oil and gas industry and,
therefore, are affected by changing taxes, price controls and other laws and regulations relating to the oil and gas
industry generally. The adoption of laws and regulations curtailing offshore exploration and development drilling for
oil and gas for economic and other policy redsons would adversely affect our operatlons by limiting demand for our
services. ,

We are required by various other govemmental and quasi-governmental agem:les to obtain certain permits,
licenses and certificates w1th respect to our operations. The kinds of perm1ts licenses and certificates required in our
operations depend upon a numbér of factors.

The exploration and development of oil and gas properties on the continental shelf of the United States is
regulated primarily under the U.S. Outer Continental Shelf Lands Act and related regulations. These laws require the
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construction, operation and removal of offshore production facilities located on the outer continental shelf of the
United States to meet stringent engineering and construction specifications. Similar regulations govern the plugging
and abandoning of wells located on the outer continental shelf of the United States and the removal of all production
facilities. Violations of regulations issued pursuant to the U.S. Outer Continental Shelf Lands Act and related laws
can result in substantial civil and criminal penalties, as well as injunctions curtailing operations. :

We cannot determine the extent to which new legislation, new regulations or changes in existing laws or
regulations may affect our future operations.

Environmental . " : ‘ .
. . i S

Our operations and properties are subject to a wide variety of increasingly complex and stringent foreign,
federal, state and local environmental laws and regulations, including those governing discharges into the air and
water, the handling and disposal of solid and hazardous wastes, the remediation of soil and groundwater
contaminated by hazardous substances and the health and safety of employees. Sanctions for noncompliance may
include revocation of permits, corrective action orders, administrative or civil penalties and criminal prosecution.
Some environmental laws provide for strict, joint and several liability for remediation of spills and other releases of
hazardous substances, as well as damage to natural resources. In addition, companies may be subject to claims
alleging personal injury or property damage as a result of alleged exposure to hazardous substances. Such laws and
regu]atlons may also expose us to liability for the conduct of or conditions caused by others or for our acts that were
in compllance with all apphcable laws at the time such acts were performed.

These laws and regulat:ons include the Comprehenswe Environmental Response, Compensation, and Liability Act
of 1980, as amended ("CERCLA"), the Clean Air Act, the Clean Water Act, the Resource Conservation and Recovery
Act and similar laws that provide for responses to, and liability for, releases of hazardous substances into the
environment. These laws and regulations also include similar foreign, state or local counterparts to these federal laws,
which regulate air emissions, water discharges, hazardous substances and waste and require public disclosure related to
the use of various hazardous substarices. Our operations are also governed by laws and regulations relating to
workplace safety and worker health, primarily, in the United States, the Occupational Safety and Health Act and
regulations promulgated thereunder. -

We are currently in the process of investigating and remediating some of our former operating sites. Although
we have recorded reserves in connection with certain of these matters, due to the uncertainties associated with
environmental remediation, we cannot assure you that the actual costs resulting from these remediation matters will
not exceed the recorded reserves. L

Our compliance with U.S, federal, state and local environmental control and protection regulations resulted in
pretax charges of approximately $11.8 million in the year ended December 31, 2006. In addition, compliance with
existing environmental regulations necessitated capital expenditures of $5.0 million in the year ended December 31,
2006. We expect to spend another $10,5 million on such capital expenditures over the next five years. We cannot
predict all.of the environmental requirements or circumstances that will exist in the future but anticipate that
environmental control and protection standards will become increasingly stringent and costly. Based on our
experience to date, we do not currently anticipate any material adverse effect on our business or consolidated-
financial position as a result of future compliance with existing environmental laws and regulations. However, future
events, such as changes in existing laws and regulations or their interpretation, more vigorous enforcement policies
of regulatory agencies or stricter or different interpretations of existing laws and regulations, may require additional
expenditures by us, which may be material. Accordingly; we can provide no assurance that we will not-incur
significant environmental complianice costs in the future. .

In addition, offshore construction and drilling in some areas have been opposed by environmental groups and,
in some areas, have been restricted. To the extent laws are enacted or other governmenta!l actions are taken that
prohibit or restrict offshore construction and drilling or impose environmental protection requirements that result in
increased costs to the oil and gas industry in general and the offshore construction industry in particular, our
business and prospects,could be adversely affected.




We have been identified as a potentially responsible party at various cleanup sites under. CERCLA. CERCLA and -
other environmental laws can impose liability for the entire cost of cleanup on any of the potentially responsible parties,
regardless of fault or the lawfulness of the original conduct. Generally, however, where there are multiple responsible
parties, a final allocation of costs is made based on the amount and type of wastes disposed of by each party and the
number of financially viable parties, although this may not be the case with respect to any particular site” We have not
been determined to be a major contributor of wastes to any of these sites. On the basis of our relative contribution of
waste to each site, we expect our share of the ultimate liability for the various sites will not have’a material adverse
effect on our consolidated financial position, results of operations or liquidity in any given year. '

Environmental remediation projects have been and continue to be undertaken at certain of our current and former -
plant sites. During the fiscal year ended March 31, 1995, we decided to close B&W's nuclear manufacturing facilities
in Parks Township, Armstrong County, Pennsylvania (the "Parks Facilitics"),-and B&W proceeded to decommission
the facilities in accordance with its then-existing license from the Nuclear Regulatory Commission (the “NRC”).' B&W
subsequentiy transferred the facilities to BWXT in the fiscal year ended March 31, 1998. During the fiscal year ended
March 31,1999, BWXT reached an agreement with the NRC on a'plan that provided for the completion of facilities
dismantiement and soil restoration by 2001 and license termination in 2003. BWXT filed its application to terminate
the NRC license for the Parks Township facility, and the NRC terminated the license in 2004 and released the facility
for unrestricted use. For a discussion of certain civil litigation we are involved in concerning the Parks Facilities, see
Note 10 to our consolidated financial statements included in this report. :

We perform significant amounts of work for the U.S. Government under both prime contracts and subcontracts
and operate certain facilities that are licensed to possess and process special nuclear materials. As a result of these
activities, we are subject to continuing reviews by govermnental agencies, including the Env:ronmenta! Protection
Agency and the NRC : ' S

The NRC’s decommissioning regulations require BWXT to provide financial assurance that it will be able to.pay
the expected cost of decommissioning its facilities at the end of their service lives. 'BWXT will continue to provide
financial assurance aggregating $24.5 million during the vear ending December 31,2007 with existing letters of credit -
for the ultimate decommissioning of all its licensed facilities, except one. This one facility, which represents the largest
portion of BWXT's eventual decommissioning costs, has provisions'in its government contracts pursuant to which all. ..
of its decommissioning costs and financial assurance obligations are covered by the DOE.

The demand for power generation services and products can be influenced by state and federal governmental
legislation setting requirements for utilities related to operations, emissions and environmental impacts. The legislative
process is unpredictable and includes a platform that continuously seeks to increase the restrictions on power
producers. Potential legislation limiting emissions from power plants, including carbon dioxide, could affect our
markets and the demand for our products and services in our Power Generation Systems segment.

At December 31, 2006 and 2005, we had total environmental reserves {including provisions for the facilities
discussed above) of $18.6 million and $14.9 million, respectively. Of our total environmental reserves at December 31,
2006 and 2005, $9.7 million and $5.8 million, respectively, were included in current liabilities. Inherent in the ..
estimates of those reserves and recoveries are our expectations regarding the levels of contamination, decommissioning
costs and recoverability from other parties, which may vary significantly as decommissioning activities progress.
Accordingly, changes in estimates could result in material adjustments to our operating results, and the ultimate loss
may differ materially from the amounts we have provided for in our conso[idated financial statements.

J. CAUTIONARY STATEMENT CONCERNING FORWARD-LOOKING

STATEMENTS S

We are including the following discussion to inform our existing and potential security holders generally of. _
some of the risks and uncertainties that can affect our company and to take advantage of the “safe harbor” protection
for forward-looking statements that applicable federal securities law affords. : -

From time to time, our management or persons acting on our behalf make forward-looking statements to inform
existing and potential security holders about our company. These statements may include projections and estimates
concerning the timing and success of specific projects and our future backlog, revenues, income and capital
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spending. Forward-looking statements are generally accompanied by words such as “estimate,” “project,” “predict,”
“believe,” “expect,” “anticipate,” “plan,” “goal” or other words that convey the uncertainty of fulure events or
outcomes. In addition, sometimes we will specifically describe a statement as bemg a forward-looking statement
and refer to this cautionary statement.

M el LIS LIS

In addition, various statements in this Annual Report on Form 10-K, including those that express a belief,
expectation or intention, as well as those that are not statements of historical fact, are forward-looking statements. «
Those forward-looking statements-appear in Item 1 — “Business” in Part [ of this report and in Item 7 — . _
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and in the notés to our
consolidated financial statements in Item 8 of Part 11 of this report and elsewhere in this report. These forward-
looking statements speak only as of the date of this report; we disclaim any obligation to update these statements .
unless required by securities law, and we caution you not to rely on them unduly. We have based these forward-
locking statements on our current expectations and assumnptions about future events. While our management
considers these expectations and assumptions to be reasonable, they are inherently subject to significant business,
economic, competitive, regulatory and other risks, contingencies and uncertainties, most of which are difficult 10
predict and many of which are beyond our control. These l’lSkS contingencies and uncertainties relate to, among
other matters, the following: -

» - general'economic and business condmons and industry trends; - . )

« general developments in the industries in which we are involved,; Ca
decisions about offshore developments to be made by oil and gas companies;
decisions on spending by the U.S. Government and electric power generating companies;
the highly competitive nature of most of our bissinesses; :
the ability of our suppliers to deliver raw materials in sufficient quantities and in a timely manner; " -
our future financial performance, including compliance with covenants in our credit agreements and other
debt instruments and availability, terms and deployment of capital;

* the continued availabtlity of qualified personnel;
* the operating risks normally incident to offshore construction operations and nuclear operations;
e changes in, or our failure or inability to comply with, government reguiattons and adverse outcomes from
legal and regulatory proceedings;
e changes in, and liabilities relating to, ex1st1n5 or future environmental regulatory matters;
e rapid technological changes; ' = :
s the realization of deferred tax assets, inciuding through the reorgamzatlon we completed in December
- 2006 - +
"o the consequences of signif cant changes in interest rates and currency exchange rates;
¢ difficulties we may encounter in obtammg regulatory or other i necessary approvals of any strateg,lc
transactions;
*  social, political and economic situations in foreign countries where we do business, mcludmg countries in
" the Middle East and Asia Pacific’and the’ former Soviet Union;
the possibilities of war, other armed conflicts or terrorist attacks;
the effects of asserted and unasserted claims; |
our. abllny to obtain surety bonds and letters of credlt
our ablllty to maintain builder’s risk, liability, property and other i insurance in amounts and on terms we
consider adequate and at rates that we consider economical,
the aggregated risks retained in our insurance captives; and
o the impact of the insurance coverage surrendered as part of the B&W C_hapter 11 Settlement.

a & o @

i

We believe the items we have outlined above are important factors that could cause estlmates in our ﬁnanc1al
statements to differ materially from actual results and those expressed in a forward- -looking statement made'in this
report or elsewhere by us or on our behalf. We have discussed many of these factors in more detail elsewhere in this
report. These factors are not necessanly all the important factors that could affect us. Unpredlctable or unknown
factors we have not discussed in this report could'also have material adverse effects on actual results of matters that
are the subject of our forward-looking statements. We do not inténd to update our description of i unportant factors
each time a'potential important factor arises, except as required by applicable securities laws and regulations. We
advise our sécurity holders that they should (1) be aware that impottant factors not referred to above could affect the

n t ' :
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accuracy of our forward-looking statements and (2) use caution and common sense when considering our forward-

looking statements.
K. AVAILABLE INFORMATION

Our website address is www.mcdermott.com. We make available through this website under “SEC Filings,”
free of charge, our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K,
statements of beneficial ownership of securities on Forms 3, 4 and 5 and amendments to those reporis as soon as -
reasonably practicable after we electronically file those materials with, or furnish those materials to, the Securmes
and Exchange Commission (the “SEC”). We have also posted on our website our: Corporate Governance
Guidelines; Code of Ethics for our Chief Executive Officer and Senior Financial Officers; Board of Directors
Conflicts of Interest Policies and Procedures; Officers, Board Members and Contact Information; By-laws; and
charters for the Audit, Governance, Compensatlon and Fmance Committees of our Board. . :

Item 1A. ~RISK FAGTORS
i v
Our Offshore Oil and Gas Construction segment derives substantially all its revenues from companies in the oil
and gas exploration and production industry, a historically cyclical industry w.'th levels of activity that are
significantly affected by the levels and volatility of oil and gas prices.

The demand for offshore construction services has traditionally been cyclical, depending primarily on the capital
expenditures of oil and gas companies for construction of development projects. These capltal expendltures are
influenced by such factors as: _ .
prevailing oil and gas prices; R
expeclations about future prices;
the cost of exploring for, producing and delwenng oil and gas;
the sale and expiration dates of available offshore leases;
the discovery rate of new oil and gas reserves in offshore areas;
domestic and international political, military, regulatory and economic condmons
technological advances; and :
the ability of oil and gas companies to generate funds for capital expendltures .

Prices for oil and gas have historically been extremely volatile and have reacted to changes in the supply of and
demand for oil and natural gas (including changes resulting from the ability of the Org,amzatlon of Petroleum Exporting
Countries to establish and maintain production quotas), domestic and worldwide economic conditions and political
instability in oil producmg countries. We anticipate prices for oil and natural gas will continue to be volatile and affect
the demand for and pricing of our offshore construction serwces A material dectine in oil or natural gas prices or
activities over a sustained period of time could materially adversely affect the demand for our offshore construction
services and, therefore, our results of operations and financial condmon

4

S

Our Power Generation Systems segment derives substam:aily all its revenues Jfrom electric power generating -
companies and other steam-using industries, with demand for its services and products depending on capt!al
expenditures in these historically cyclical industries.

The demand for power generation services and products depends primarily on the capital expenditures of
electric power generating companies, paper companies and other steam-using industries. These capital expenditures
are influenced by such factors as:

«  pricés for electricity, along with the cost of production and dlstnbutlon
prices for natural resources such as coal and natural gas;
demand for electricity, paper and other end products of steam-generating facilities;
availability of other sources of electricity, paper' or other end products;
requirements for environmental lmprovements
level of capacity utilization at operating power p!ants paper millsand other stleam-usmg facilities;
requirements for maintenance and upkeep at operating power plants and paper mills to combat the
accumulated effects of wear and tear;

*-® & & & »
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» ability of electric generating companies and other steam users to raise capital; and
e relative prices of fuels used in boilers, cormpared to prlces for fuels used in gas turbines and other
' altematlve forms of generatlon

A maten’a] decline in capital expenditures by electric power generating companies, paper companies and other
steam-using indusiries over a sustained period of time could materially and adversely affect the demand for our power
generauon services and products and, therefore, our results ofiopetations and financial condition.

War, other armed conflicts or terrorist attacks could have a material adverse effect on our business.

The war in Iraq and subsequent terrorist attacks and unrest havé caused instability in the world’s financial and
commercial markets, have significantly increased political and economic instability in some of the geographic areas in
which we operate and have contributed to high levels of volatility in prices for oil and gas. The continuing instability
and unrest in Iraq, as well as threats of war or other armed conflict elsewhere, may cause further disruption to financial -
and commercial markets and contribute to even higher levels of volatility in prices for oil and gas. In addition, the
continued unrest in Iraq could lead to acts of terrorism in the United States or elsewhere, and acts of terrorism could be
directed against companies such as ours. Also, acts of terrorism and threats of armed conflicts in or around various
areas in which we operate, such as the Middle East and Indonesia, could limit or disrupt our markets and operations,
including disruptions from evacuation of personnel, cancellation of contracts or the loss of personnel or assets. Armed
conflicts, terrorism and their effects on us or our markets may significantly affect our business and results.of operations
in the future, ,

We are subject to risks associated with contractual pricing in our industries, including the risk that, if our

. actual costs exceed the costs we estimate on our ﬁxed—prtce contracts, our profitability will decline, and we may

suffer losses. .

Because of the highly competitive nature of the industries in which our Offshore Oil and Gas Construction and
Power Generation Systems segments perform, these segments have a substantial number of their prOJects on a fixed-
price basis. We attempt to cover increased costs of anticipated changes in labor, material and service costs,of long-term
contracts, either through estimates of cost increases; which are reflected in the original contract price, or through price
escalation clauses. Despite these attempts, however, the cost and gross profit we realize on a fixed-price contract could
vary from the estimated amounts because of changes in job conditions, variations in labor and equipment productivity
and increases in the cost of raw materials, particularly steel, over the term of the contract. These variations and the
risks generally inherent in these industries may result in actual revenues or costs being different from those we
originally estimated and may result in reduced profitability or losses on projects.

In addition, we recognize revenues under our long-term contracts in our segments on a percentage-of-completion
basis. Accordingly, we review contract price and cost estimates periodically as the work progresses and reflect
adjustments proportionate to the percentage of completion in income in the period when we revise those estimates. To
the extent these adJustments result in a reduction or an elimination of previously reported profits with respecttoa
project, we would recognize a charge against current earnings, which could be material. Our cufrent estimates of our
contract costs and the profitability of our long-term pro;ects could change and adjustments to overall contract costs
may ‘continue to be mgmﬁcant in future perlods

We fuce risks associated with investing in foreign subsidiaries and joint ventures, including the nsk that we may

be restricted in our ability to access the cash flows or assets of these entities.

We conduct some operations throug,h forelgn subsidiaries and joint ventures, We do not manage all of these
entities. Even in those joint ventures that we manage, we are often required to consider the intérests of our joint
venture partners in connection with decisions conceming the operations of the joint ventures. Arrangements involving
these subsidiaries and joint ventires may restrict us-from gaining access to the cash flows or assets of these entities. In
addition, these foreign subsidiaries and joint-ventures sometimes face governmentally imposed restrictions on their
abilities to transfer funds to us. At December 31, 2006, JRM had approximately $28 million in accounts and notes
receivable due from its former joint venture in Mexico. A note receivable is attributable to the sale of JRM's DB17
vessel during the quarter ended September 30, 2004, This joint venture has experienced liquidity problems.
Recognition of a gain of approximately $5.4 million on the sale of the DB17 is currently being deferred. On October
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17. 2006, JRM reached an agreement with its partner and terminated JRM’s interest in this joint venture. The
financial impact of this transaction is included in our consolidated results of operations. JRM expects to collect all
net accounts and notes receivable currently owed from this joint venture. In the year ended December 31, 2006,
JRM recorded an impairment loss totaling approximately $16.4 million attributable to currency translation losses
recorded in accumulated other comprehensive loss. o o
. . ! are - :
- Our international operations are subject to political, economic and other uncertainties not encountered in our
domestic operations. : )

We derive a significant portion of our revenues from international operations, including customers in the Middle
East. Our international operations are subject to political, econornic and other uncertainties not generally encountered
in our U.S. operations. These include: | ‘ ‘ , o T

s risks of war, terrorism and civil unrest; . '

= . expropriation, confiscation or nationalization of our assets; - - s o

renegotiation or nullification of our existing contracts; Lk - Tt
changing political conditions and changing laws and policies affecting trade and investment; '
" the overlap of different tax structures; and: ' " . ‘ e
 the risks associated with the assertion of foreign sovereignty over dreas in which our opérations dre conducted. '

t

' .

- Qur Offshore Qil and Gas Construction ségment may be pérticulérly susceptible to regional conditions that may
adversely affect its operations. s major marine construction vessels typically require relatively long petiods of time to
mobilize over long distances, which could affect our ability to withdraw them from areas of conflict.

Various foreign jurisdictions have laws limiting the right and ability of foreign subsidiaries and joint ventures to
pay dividends and remit earnings to affiliated companies. Our international operations sometimes face the additional
risks of fluctuating currency values, hard currency shortages and controls of foreign currency exchange.

. - i . ' oo

Qur operations are subject to operating risks and liniifs on insurance coverage, which could expose us to

potentially significant liability costs. - o " '

¢

We are subject to a number of risks inherent in our operations, including:

e accidents resulting in injury to or the loss of life or property;

¢ environmental of toxic tort claims, including delayed maniféstation claims for personal injury or loss of life;
« pollution or other environmental mishaps; L S o
hurricanes, tropical storms and other adverse weather conditions; ‘

mechanical failures; , . L ' ,

collisions; ) ' \ '
property losses; L T
business interruption due to political action in foreign countries; and
labor stoppages. -

We have been, and in the future we may be, named as defendants in lawsuits asserting large claims as a result of
litigation arising from events such as these. Tnsurance against some of the risks inherent in our operations is either -
unavailable or available only at rates that we consider uneconomical, Also, catastrophic events, such as the September
11, 2001 terrorist attacks and the hurricane losses of 2005, customarily result in decreased coverage limits, more
limited coverage, additional exclusions in coverage, increased premium costs and increased deductibles and self-
insured retentions. Risks that are difficult to insure include, among others, the risk of war and confiscation of property
in some areas of the world, losses or liability resulting from acts of terrorism, certain risks relating to construction and
pollution liability, property located in certain areas of the world and business interruption. Depending on competitive
conditions and other factors, we endeavor to obtain contractual protection against certain uninsured risks from our
customers. When obtained. such contractual indemnification protection may not be as broad as we desire or,may not
be supported by adequate insurance maintained by the customer. Such.insurance or contractual indemnity protection
may not be sufficient or effective under all circumstances or against all hazards to which we may be subject. A .
successful claim for which we are not fully insured could have a material adverse effect on us. .
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Additionally, upon the February 22, 2006 effectiveness of the settlement of the Chapter 11 proceedings of.
B&W and its affiliated debtor subsidiaries, MII and most of its subsidiaries contributed substantial insurance rights
to the asbestos personal injury trust, including rights to (1) certain B&W pre-1979 primary and excess insurance
coverages and (2) certain 1979-1986 excess insurance coverage of M1 and its affiliates, including JRM, MHI,
BWXT and B&W ,-which 1979-1986 excess policies had an aggregate face value of available limits of coverage of
approximately $1.15 billion. These insurance rights provided ‘cover for, among other things, asbestos and other
personal injury claims, subject to the terms and conditions of such policies: With the contribution of these insurance
rights to.the asbestos personal injury trust, MII and its affiliates, including JRM, MHI, BWXT and B&W, may have
underinsured or uninsured exposure for non-B& W-derivative asbestos claims or other personal injury or other
claims that would have been insured under these coverages had the insurance rights not been contributed to the
asbestos personal injury trust:

BWXT, through two of its dedicated limited liability companies, has management and operating agreements with
the U.8. Government for the Y-12 and Pantex facilities. Most insurable liabilities arising from these sites are not '
protected in our corporate insurance program but rely on government contractual agreements and certain specialized
self-insurance programs funded by the U.S. Government. The U. S. Government has historically fulfilled its
contractual agreement to reimburse for insurable claims, and we expect it to continue this process during our
administration of these two facilities. However, it should be noted that, in most situations, the U. S. Government is
contractually obligated to pay, subject to the availability of authorized government funds.

We have captive insurers which provide certain coverages for our. subsidiary entities and related coverages.
Claims as a result of our operations, could adversely impact the ability of these captive insurers to respond to alt claims
presented, although we believe such a result is unllkely

_ We depend on s:gngﬁcam customers, including the U.S. Government. .

Our three segments derive a significant amount of their revenues and profits from a relatively small number of
customers. Thé inability of these segments to continue to perform services for a number of their large existing

- customers, if not offset by contracts with new or other existing customers, could have a material adverse effect on our

business and operations.

- . [

"Our significant customers include federal government agencies and utilities. In particular, our Government

" Operations segment derives substanttally all its revenue from the U.S. Government. Some of our large muln—year

contracts with the U.S. Government are subject to annual funding determinations. U.S. Government budget restraints
and other factors affecting these govemments may adversely affect our business.’

We may not be able to compete successfully against current and future competitors.

Most industry segments in which we operate are highly competitive. Some of our competitors or potential
competitors have greater financial or other resources than we have. Our operations may be ddversely affected if our
current competitors or new market entrants introduce new products or services with better features, performance, prices
or other characteristics than those of our ‘products dnd services. This factor is significant to our segments’ businesses,
particularly in the Offshore Oil and Gas Construction segment, where capital investment is ermcal to our ability to
compete.

The loss of the services of one or more of our key personnel, or our failure to attract, assimilate and retain
trained personnel in the future, could disrupt our operations and resm’l in loss of revenues.

Our success depends on the continued active parucnpatlon of our executive officers and key operatmg personnel
The unexpected loss of the services of any one of these persons could adversely affect olir operations.

Our operations requlre the services of employees havmg the technical training and experience necessary to obtain
the proper operational results. As a tesult, our operations depend, to a considerable extent, on the continuing -
availability of such personnel. If we should suffer any material loss of personnel to competitors or be unable to employ
additional or replacement personnel with the requisite level of training and experience to adequately operate our
equipment, our operations could be adversely affected. - While we believe our wage rates are competitive and our -
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relationships with our employees are satisfactory, a significant increase-in the wages paid by other employers could
result in a reduction in our workforce, increases in-wage rates, or both, If either of these events occurred for a
significant period of time, our financial condition and results of operations could be adversely impacted. Ce

A substantial number of our employees are members of labor unions. Although we expect to renew our current
union contracts without incident, if we are unable to negotiate acceptable new contracts with our unions in the future,
we could experience-strikes or other work stoppages by the affected employees, and new contracts could result in
increased operating costs attributabié to both union and non-union employees. 1f any such strikes or other work -
stoppages were to occur, or if our other employees were to become represented by unions, we could experience a
significant disruption of our operations and higher ongoing labor costs.”

We are subject to govemmem regulatmns that may adverse{y affect our fuulre operations.
4 T
Many aspects of our operatlons and properties are affected by polmca] deve]opments and are subject to both
domestic and foreign governmental regulations, including those relating to: . +
e construction and equipping of production platforms and other offshore facilities; ' :
marine vessel safety; : . S
currericy conversions and repamauon
oil exploration and development;
clean air and environmental protecuon ]eblslatlon
.-taxation of foreign €arnings and. _earnings of expatriate personnel; and
use of local employees and suppliers by foreign contractors.

i [

In addition, our Offshore Oil and Gas Construction segment depends on the demand for its services from the il
and gas industry and, therefore, is affected by changing taxes, price controls'and other laws and regulations relating to
the oil and gas industry generally The adoption of laws and regulations curtailing offshore exploration and
development drilling for oil and g gas for economic and 6ther pohcy reasons would adversely affect the operations of our
Offshore Oil and Gas Construction segment by limiting the demand for i 1ts services.

Our Power Generation Systems segment depends primarily on the demand for its services from electric power
generating companies and other steam-using customers. The demand for power generation services and products can
be influenced by state and federal governmental Ieg_,lslatlon settmg requirements for utilities related to operations, |
emissions and environmental impacts. The legislative process is unpredictable and includés a platform that
continuously seeks to incréase the restrictions on power producers. Potential Ie},xslauon llmmng emissions from power
plants, including carbon dioxide, could affect our markets and the demand for our products and services in otir Power
Generation Systems segment. _ .

e )

We cannot determine the extent to which our future operations and eammgs may. be affecled by new legislation,
new regulatlons or changes in existing regulauons

Environmental laws and regulutions and civil habdnjy for cnnta.-nmalw.'r of the environment or relaled personal
injuries may resulf in increases in our operating costs and wp:tal expenditures and decreases in our earnings.
and cash flow.

Governmental requirements relating to the protection of the environment, mcludmg solid waste management, air
quality, water quality, the decontamination and clecommlssnonm;, ;s of former nuclear manufacturmg and processmg
facilities and cleanup of contaminated sites, have had a substantial impact on our operauons These requiremems are
comple( and subject to frequent change. In some cases, they can impose liability for the entire cost of cleanup on any
responsible party without regard to negligence or fault and impose liability on us for the conduct of others or conditions
others have caused, of for our acts that complied with all applicable requirements when we performed them. Our
compliance with amended, new or more stringent requirements, stricter interpretations of existing requirements ot the
future discovery of contammatlon may require us to make mater|§l expenditures or subject us to liabilities that we
currently do not anticipate. Such expenditures and liabilities may adversely affect our business, results of operations or
financial condition. See Section H in Item 1 above for further information. In addition, some of our operations and the
operations of predecessor owners of some of our propemes have exposed us to civil claims by third parties for liability
resulting from comammauon of the environment or personal injuries caused by releases of hazardous substances into
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the environment: For a discussion of legal proceedings of this nature in which we are currently mvolved see Note'10
to our consolidated financial statements included in this report. - . . LT

Qur internal controls may not be sufficient to achieve all stated goals and objectives.

. Our internal controls and procedures were developed through a process in which our management applied its
Judgment in assessing the costs and benefits of such controls and procédures, which, by their nature, can provide only
reasonable assurance regarding the control objectives. You should note that the design of any system of internal
controls and procedures is based in part upon various assumptions about the likelihood of future events, and we cannot
assure you that any design will succeed in achieving its stated goals under all potenual future conditions, regardless of
how remote. '

| We are subject to other risks including legal proceedings that we discuss in other sections of this annual report,

For discussions of various factors that affect the demand for our products and services in our segments, see the
discussions under the heading “Factors Affecting Demand” in each of‘ Sections B, C, and D of ttem | above. Fora
discussion of our insurance coverages and uninsured exposures, see Section G of ltem. ] above. For discussions of
various legal proceedings in which we are involved, in addition to those we refer to above, see Note-10 to our
consolidated financial statements included in this report. In addition to the risks we describe or refer to above, we are
subject to other risks, contingencies and uncertainties, including those we have referred to under the heading
“Cautionary Statement Concerning Forward-Looking Statements” in Section J of Item 1 above,

[tem 1B. UNRESOLVED STAFF COMMENTS

[ ' .
. ' . g

None

1 . . . L.
ol N ' A i

Item 2. PROPERTIES

For a description of our significant properties, see [tem 1, Section B., “Offshore Oil and Gas Construction —
Offshore Oil and Gas Construction Vessels and Properties,” Section C., “Govemment Opetations — Properties,” and
Section D., “Power Generation Systems — Properties.” We consider each of our significant properties 1o be suitable for
its intended use. T

Item 3. LEGAL PROCEEDINGS:

The information set forth under the heading “Investigations and Litigation” in Note 10, “Contingencies and
Commitments,” to our consolidated financial statements included in this report is incorporated by reference into this
Item3. : ] ‘ . o ' '

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

We did not submit any matter to a vote of security holders, through the solicitation of, proxles or othenwse
during the quarter ended December 31, 2006.
5 - P A— R.Ti' ] [ “ . P——
Item 5. MARKET FOR REGISTRANT'S COMMON EQUITY, REILATED"
STOCKHOLDER MATTERS AND ISSUER PURCHASES OF EQUITY
SECURITIES

Our common stock is traded on the New York Stock Exchange. In accordance with Section 303A.12(a) of the
New York Stock Exchange Listed Company’s Manual, we submitted the Annual CEO Certification to the New York
Stock Exchange in 2006. Additionally, we filed certifications of the Chief Executive Officer and Chief Financial
Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002 as Exhibits 32.1 and 32.2, respectively, included in
this report.
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* High and low stock prices by quarter in the years ended December 31, 2006 and 2003, as adjusted for the three-
for-two stock split effected in May 2006, were as follows: ‘

YEAR ENDED DECEMBER 31, 2006 .

SALES PRICE

QUARTER ENDED . HIGH = LOW '
; March 31, 2006 T 837353 . $29.73 .

June 30, 2006 $4933.  $3599 |

September 30, 2006 $5135 $ 38.44

December 31, 2006 $53.36 $37.70

YEAR ENDED DECEMBER 31, 2045

3 SALES PRICE .-
QUARTERENDED ~ HIGH - LOW

N ' - .
March 31,2005 $1359 " $.11.33
June 30, 2005 T 81559 $12.13 L
September 30, 2005, $2549 $13.57 . ) .
December 31, 2005 $29.90 $21.17 : )

We have not paid cash dividends on MII's common stock since the second qﬁarter of 2000 and do not have any
plans to reinstate a cash dividend at this time. Our Board of Directors will evaluate our cash dividend policy from time
to time,

As of December 31, 2006, there were approximately 3,120 record holders of our common stock.

’

Th_e folloWing table p_r(_)vides information on our equity compensation plans as of Decembg:r 31, 2006:

o

Equity C'ompensa'tion Plan Information

Number of Weighted- Number of
securities to be average . -~ Securities
issued upon exercise exercise price remaining
: L ' of outstanding of outstanding . - available for
Plan Category : options and rights ____ options and rights fiture issuance
Equity compensation plans
approved by security holders 2,838,409 $9.04 4,116,418
Equlty compensatlon plans not -
approved by security holders”” 690,394 © L 8709 - i
Total 3,528,803 $8.65 4116418

A Reflects information on our 1992 Senior Management Stock Plan, which is our only equity compensation
plan that has not heen approved by our stockholders and that has any outstanding awards that have not
been exercised. We are no longer awhorized to grant new awards under ovr 1992 Senior Management
Stock Plan. See Note 9 to our copsolidated financial statements included in this reporr for more
Information regarding this plan.

[

26




The following graph provides a comparison of our five-year, cumulative total shareholder return from
December 2001 through Degember 2006 to the return of S&P 500 and a peer group:
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The peer group used for the five-year comparison was comprised of .the following companies:

a7

" Technip; and
- Washington Group International, Inc.

Acergy S.A.; ,

Alliant Techsystems, Inc.;

Fluor Corporation;

Global Industries, Ltd.;
GlobalSantaFe Corporation;-
Goodrich Corporation;
Halliburton Company; -

Jacobs Engineering Group, Inc.;
Rockwell Collins, Inc.;: !
The Shaw Group, Inc.;
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Item 6. SELECTED FINANCIAL DATA - : : -

For the Years Ended
2006 2005 2004 2003% 2002
' {In thousands, except for per share amounts)

Revenues $4,120,141 $.l,839,740 $1,912910 $2,329486 $1,720,851
Income (Loss) from Continuing Operations ' ‘

before Cumulative Effect of Accounting o '
Change!" $ 329405 $ 197873 $ 64,843

$ (88,424) § (766,061)

Income {Loss) before Cumulative Effect
of Accounting Change $ 342,299 % 197,977 § 61,639 § (98939) § (776,394)
Net Income (Loss) $ 342299 $ 197,977 § 61,639 $ (95229) $ (776,394)

Basic Eamings (Loss) per Common Share:

Income (Loss) from Continuing Operations
before Cumulative Effect of Accounting _ '
Change -8 302 § 193 § 066 §  (092) § (8.26)

Income (Loss) before Cumulative Effect ' :

of Accounting Change b 314 % 193 § 063 § (1.03) § (837
Net Income (Loss) s 304§ 193" % 063 $§ (099 $ (837
Diluted Earnings {Loss) per Common Share:
Income (Loss) from Continuing Operations ’ '

before Cumulative Effect of Accounting . -0

Change $ 290 $ 181 § - 063 $ (092)% " (R26)
Income (Loss) before Cumulative Effect . T '

of Accounting Change $ 300 § 181 % 060 $  (103) $ 8.37)
Net Income (Loss) 5 3.01 % 1.81 § 060 $§ - (099) $ (8.37)
Total Assets $3,594,187 $1,668,286 $1,386,932 351,248,874 $1,278,171
Current Maturities of Long-Term Debt $ 257,492 $ 4250 % 12,009 & 37217 § 55577
Long-Term Debt $ 15242 § 207,861 $ 268,011 $ 279682 § 86,104

(1)  Cumulative effect of accounting change is due to the adoption of Statement of Financial Accounting Standards No. 143, “Accounting for
Asset Retirement Obligations” during the year ended December 31, 2003. '
L +
{2} Results for the year ended December 31, 2006 inciude approximately ten months of B&W, which was reconsolidated into our results
effective February 22, 2006, We did not consolidate the resulls of operations of B&W and its subsidiaries in our consoliduted financial
statements from February 22, 2000 through February 22, 2006, See Note 20 to our consolidated financial siatements included in this
report for information on B&W and its subsidiaries.

(3} Financial data for the years ended Deecember 31, 2003, 2004, 2003 and 2002 have been restated to reflect the impact of discontinued
operations and the stack split, as discussed in Notes 2 and 8 1o our consolidated financial statements included in this report, respectively.

See Note 18 to our consolidated financial statéments mcluded in this report for significant items included in the
years ended December 31, 2006 and 2005,

Results for the year ended December 31, 2004 include a before- and after-tax gain on the settlement of our UK.
pension plan of $27.7 million.

Results for the year ended December 31, 2003 include losses on JRM’s three SPAR contracts, the Caring Aries
project and the Belanak FPSO project totaling approximately $120 million.

Results for the year ended December 31, 2002 include: impairment charges of $224.7 million, to write off our net
investment in B&W of $187.0 million and other related assets totaling $37.7 million, and of $313.0 million related to
JRM’s goodwill; a provision for the estimated costs of the settlement of B&W Chapter 11 proceedings of $110.0
million, including associated tax expense of $23.6 million; and a gain on the sale of a subsidiary of $9.4 million, net of
taxes of $35.7 million, which is reported in discontinued operations.
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Item 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL COND!TION AND
RESULTS OF OPERATIONS
1 ta . .

Statements we make in the following discussion.which express a belief, expectation or intention, as well as those that
are not historical fact, are forward-looking statements that are subject 1o risks, uncertainties and assumptions. Our
actual results, performance or dchievements, or industry results, could differ marerially from those we express in the
Jollowing discussion as a result of a variety of factors, including the risks and uncertainties we have referred to under-
the headings “Cautionary Statement Concermng Forward -Looking Statements” and “Risk Factors” in Items I and -
14 of Part I of this report. o :

GENERAL

In general, our business segments are composed of capital-intensive businesses that rely on large contracts for a.
substantial amount of their revenues. Each of our business segments is financed on a stand-alone basis. Our debt
covenants limit using the financial resources or the movernent of excess.cash from one segment for the benefit of the
other. For further discussion, see “Liquidity and Capltal Resources,” below. St

We are currently expioring growth strategies across our segments through acquisitions to.expand and
complement our existing busmesses As we pursue these opportunities; we expect they would be funded by cash on
hand, external financing or both. . .

Offshore Oil and Gas Construction Segment - Recent Operating Results and Qutlook
JRM produced strong financial results in 2006. Based on JRM’s current backlog and the potential for new

- contract awards, we expect JRM’s strong results to continue in 2007 JRM’s backlog of approximately $4.1 billion
at December 31, 2006 is expected to produce revenues for 2007 of approximately $2.1-billion, not including any
change orders or new contracts that may be awarded during the year. JRM is actively bidding on and.(in some cases)
beginning preliminary work on projects that we expect will be awarded to JRM in 2007, subject to successful v
contract negotiations. In the year ended December 31, 2006, JRM mcurred approximately $7 m:lhon of expense to
mobilize its DB101 vessel. - . . .

Currently, JRM’s fabrication yard in Morgan City, Louisiana is not operating at full capacity. In addition, JRM
will near completion of its current Caspian operation’s backlog in 2007. The projects.in the Caspian region have
represented a substantial portion of JRM’s.revenue and operating income in recent years. JRM is actively seekmg
new contracts and awards in all reglons in Wthh it operates . :

The dec151on-mak1ng process for 0|l and gas compames in making capltal expendltures on offshore construction
services for a development project differs depending on whether the project involves new or existing development.
In the case of new developmenl pro;ects the demand for offshore construction services generally follows the
exploratory drilling and, in some cases, initial development drilling activities. Based on.the resuits of these activities
and evatuations of tield economics, customers determine whether to install new platforms and new infrastructure,
such as.subsea gathering lines and pipelines For existing development projects, demand-for offshore construction
services is generated by decisions to, among other things, expand development in existing fields and expand existing
infrastructure. ' . .
Government Operations Segment - Recent. Operating Results and Qutlook ~ . ° < S

BWXT produced strong financial results in 2006. BWX'T”s commitment to cost containment, in addition to the
potential for new service contract awards, leads management to believe operating resuits should remain strong in 2007.
BWXT’s backlog of approximately $1.3 billion at December 31, 2006 is expected to produce revenues for 2007 of
approximately $500 million, not including any'change orders or new contracts that may be awarded during the year.

The revenues of our Government Operations segment are largely a function of defense spending by the U.S.

Government. As a supplier of major nuclear components for certain U.S. Government programs, BWXT is a
significant participant in the defense industry. With BWXT's unique capability of full life-cycle management of
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special nuclear materials, facilities and technologies, BWXT is well positioned to continue to participate in the
continuing cleanup, operation and management of the DOE’s nuclear sites and weapons complexes.

.
[

Power Generation Systems Segment Recent Operatmg Results and Outlook

The Power Generation Systems segment con51sts prlmarlly of the operatlons of B&W which were not -
consolidated in our financial results from February 22, 2000 through February 22, 2006, while B&W and three of its
subsidiaries were in Chapter 11 Bankruptey proceedings. We have included the results of B& W effective from
February, 22, 2006, the date on which it exited Chapter 11, in our consolidated financial statements. See Note 20 to
our consolidated financial statements mcluded in this report for further information regarding B&W.

B&W produced strong financial results in 2006. Based on B&W’s backlog and potential for new contract -
awards, we expect operating results for our Power Generation Systems segment to remain strong in 2007. B&W’s
backlog of approximately $2.2 billion at December 31, 2006 is expected to produce revenues for 2007 of ‘
approximately $1.3 billion, not including any change orders or new contracts that may be awarded during the year.
B&W is actively bidding on and (in some cases) beginning preliminary work on pro_]ects that we expect will be
awarded to B&W in 2007, subject to successful contract negotiations.

B&W’s overall activity depends mainly on the capital expenditures of electric power generating companies and
other steam-using industries. B&W’s products and services are capital intensive. As'such, customer demand is
heavily affected by the variations in customer’s business cycles and by the overall economies of the countries in
which they operate.

¥

Stock-Based Compensation

* We have several stock-based employee compensation plans, which are described more fully in-Note 9 to our
consolidated financial statements included in this report.” Prior to January 1, 2006, we accounted for these plans
using the intrinsic value method under Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued
to Employees” (“APB No.25”); and related interpretations. Effective January 1, 2006, we adopted the provisions of
the revised Statement of Financial Accounting Standards (“SFAS™) No. 123, “Share-Based Payment” (“SFAS No.
123(R)"™), on a'modified prospective application basis. SFAS No. 123(R) eliminates the alternative permitted under
SFAS No. 123, “Accounting for Stock-Based Compensation” (“SFAS No, 123”), to use APB No. 25’s intrinsic
value method of accounting, under which issuing stock options to employees generally did nét result in recognition
of compensation. Under the provisions of SFAS No. 123(R} and using the modified prospective application method,
we recognize stock-based compensation, net of an estimated forfeiture rate, for all share-based awards granted after
December 31, 2005 and granted prior to, but not yet vested as of, December 31, 2005 on a straight-line basis over
the requisite service periods of the awards, which is generally equivalent to the vesting term. Under the modified
prospective appllcatlon the results of pnor periods are not restated.

Pursuant to the adopnon of SFAS No l23(R) we recogmzed stock-based compensation expense of $4. 4
million related to employee stock options during the year ended December 31, 2006. During the years ended
December 31, 2005 and 2004, there was no'stock-based compensation expense for employee stock options, other
than for stock options subject to variable accounting. These stock options subject to variable accounting resulted
from.the cancellation and reissuance of stock options during the year ended December 31, 2000. Under APB No. 25
and its related interpretations, the cancellation and reissuance of stock options within six months of each other
triggered mark-to-market accounting. For our other stock-based compensation awards, such as restricted stock and
performance units, the adoption of SFAS No. 123(R) did not significantly change our accounting policies for the -
recognition of compensation expense, as we have recognized expense for those awards in prior periods. Total
compensation expense recognized for the years ended December 31, 2006, 2005 and 2004 was as follows:
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Compensation - Tax Net- .
Expense Benefit Impact

{In thousands)

Year Ended December 31,2006 - - o

Stock Options - § 4352 5 97 - $ 3,381
Restricted Stock 1,199 (122) . 1,077
Performance Shares . - 4,826 {1,329) 3,497
Performance and Deferred . ‘ . B ' :
_ Stock Units 8.434 (2.195) . 6,239 . : '
TOTAL $ 182811 . 5[ QZI $ 14,194
. : ' . . Year Ended December 31,2005 | .o '
Repriced Stock Options - $ 279 .59, . $ 220
Restricted Stock . 561 : S (133) . 428 ‘
Performance and Deferred ' : , . . ' , .
Stock Units . A 1 7 209 Lo 603
TOTAL -, $ 1,652 £ 401y . ﬁ A.25]
. . Year Ended December 31, 2004 : . o
Repriced Stock Options | $ 2,959 $ (737) %2222
Restricted Stock . . 0341 (865) 2,550 .
Performance and Deferred | : o _
Stock Units ) ‘270 (74) 196
TOTAL . $ 6644 $(1.676) =~ § 4.968°

The impact on basic earnings per share of stock-based compensation expense recognized for the years eﬁded
December 31, 2006, 2005 and 2004 was $0.13, $0.01 and $0.05 per share, respectively, and on diluted earnings per
share was $0.12, $0.01 and $0.05 per share, respectively. . ,

As of December 31, 2006 total unrecognized estlmated compensation expense related to nonvested awards was
$14.7 million, net of estimated tax benefits of $6.9 million. The total Eross unrecogmzed estimated compensation
expense of $21.6 million consists of $3.6 miltion for stock options, $0.2 million for restricted stock and $17.8 S »
million for performance shares, which are expected to be recogmzed over weighted average. periods of 0.9 years, 0.2
years and 2.4 years, respectively. Performance and deferred stock.units are marked-to-market at the end of each
quarter, so there was no unrecognized compensation expense as of December 31, 2006.

The determmatlon of the fair va]ue ofa share-based payment award-on the date of | gram usmg an optlon pncmg
model requires the input of highly subjectlve assumptions, such as the expected \ife of the award and stock price
volatility. Prior to the adoption of SFAS No. 123(R), we used the Black-Scholes option-pricing model (“Black-
Scholes”) for the pro forma information required to be disclosed under SEAS No. 123, as originally issued, and we
believe this mode] will continue to provide appropriate fair values under the provisions of SFAS No. 123(R) See
Note 9 to our consolidated financial statements included in this report for further discussion on stock- based
compensation.

Other

The results of Talleres Navales del Golfo, S.A. de C.V. (“TN,G”), previously a component of our Offshore Qil and
Gas Construction segment, are reported in discontinued operations.. We sold TNG in April 2006. See Note 2 to,our -
consolidated financial statements included in this report for further information on discontinued operations.

Effective December 3 1, 2006, in accordance with SFAS No. 158, “Employers’l Accounting for Deﬁned-Benef,it )

Pension and Other Postretirement Plans,” we recorded an additional pension and post-retirement liability of
approximately $145 million and a reduction in intangible assets of approximately $24 million.
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Effective March 31, 2006, benefit accruals under all of our domestic qualified pension plans other than the JRM
qualified pension plan (which was frozen in March 2003) ceased for salaried employees hired on or after April 1, 2001.
Any pension benefits eamned to that date continue to be payable pursuant to the plans upon retirement, but no future
benefits will accrue, other than the annual increase in line with the consumer price index, up to 8%, during each year
the participants remain employed by us. All affected salaried employees participating in these plans as of March 31,
2006 became fully vested at that time. We will provide future retirement benefits to affected employees by making
additional contributions to our thrift plan. While these benefit changes will shift costs from our pension plans to our
thrift plan, the overall cost of the retirement program is not expected to change materially from our current contribution
or expense levels.

. - 1

As part of our strategy to continue to provide a competitive compensation package to reward, motivate and retain
our employees, we are providing employees (other than participants in the JRM pension plan) with five to 10 years of
service as of January 1, 2007 with a one-time, irrevocable opportunity to choose whether to earn benefits under our
existing retirement plans or to receive enhanced company contributions under our thrift plan From February 1, 2007
through March 15, 2007, these employees may choose to do one of the following:

» receive automatic, service-based company contributions under our thrift plan and stop earning benefits
under our defined benefit retirement plan as of March 31, 2007. For employees who choose this option,
the retirement plan benefit will not reflect any service after March 31, 2007, or any changes in their salary
after that date. However, it will escalate in liné with the cost of living, as measured by the Consumer
Price Index, up to a maximum eight percent a year, for each year the employee remains with us; or

»  remain in our defined benefit retirement plan and continue earning future benefits under this plan.
Participation in our retirement and thrift plans will remain unchanged under this option.

These employees will have until March 15, 2007 to elect how they wish to earn future pension benefits. 1f no action is
taken, the employee will continue to accrue pension benefits through our defined benefit retirement plan. We do not
expect this election to have a material impact on our financial position, results of operations or cash flows.

At December 31, 2006, in accordance with SFAS No. 87, “Employers’ Accounting for Pensions,” we decreased
our minimum pension liability by approximately $124.8 million, primarily due to the increasing of our discount raté
in 2006 to 6.0% from 5.75%. At December 31, 2005, we increased our minimum pension liability by
approx1mately $87 million, primarily due to the lowering of our discount rate in 2005 to 5. 75% from 6.0%.

Effective December 31, 2004, benefit accruals under the McDermott International, Inc. Supplemental Executive
Retirement Plan, amended and restated effective December 1, 1999 (the “Old SERP Plan™), ceased and we adopted the
McDermott International, Inc. Supplemental Executive Retirement Plan effective January 1, 2005 (the “New SERP
Plan™). The Old SERP Plan was a defined benefit plan, while the New SERP Plan is a defined contribution plan. The
cessation of benefits of the Old SERP Plan generally did not affect the rights of retired or disabled participants (or their
spouses) who were recewlng benefits under that plan as of December 31, 2004. However, some of the retired
participants elected to receive a discounted lump-sum distribution in lieu of any future entitlements under the Old
SERP Plan. All active participants in the' Old SERP Plan on December 31, 2004 became participants in the New SERP
Plan on January 1, 2005. We recorded a settlement and curtailment gain of approximately $4.6 million in conriection
with the cessation of benefits. We also recorded expenses related to the New SERP Plan of approximately $2.9
million, $1.3 million and $1.4 million in the years ended December 31, 2006, 2005 and 2004, réspectively.

We derive a significant portion of our revenues from foreign operations. As a result, international factors,
including variations in local economies and changes in foreign currency exchange rates, affect our revenues and
operating results. We attempt to limit our exposure to changes in foreign currency exchange rates by attempting to
match anticipated foreign currency contract receipts with like foreign currency disbursements. ‘To the extént that we
are unable to match the foreign currency receipts and disbursements related to our contracts, we-enter into foreign
currency derivative instruments to reduce the impact of foreign exchange rate movements on our operating results.
Because we generally do not hedge beyond our exposure, we believe this practice mmlmlzes the 1mpact of forelgn
exchange rate movements on our operating results. . ‘ "

. - . N
"t ’

[ ' . - ' ' s
. - o .
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CRITICAL ACCOUNTING POLICIES AND ESTIMATES

We believe the following are our most critical accounting policies that we-apply in the preparation of our financial
statements. . These policies require our most difficult, subjective and complex judgments,.often as a result of the need to

make estimates of matters that are mheremly uncertain. ' . ‘ . .

Resrracted Cash We record cash as restr:cted when we are unable to use such cash and cash equivalents freely for
general operating purposes.

Contracts and Revenug' Recognition. . We determine the appropriate accounting method for each of our long-term
contracts before work on the project begins. We generally recognize contract revenues and related costs on a
percentage-cf-completion method for individual contracts or combinations of contracts under the guidelines of the . .
Statement of Position 81-1, Accounting for Performance of Construction-Type and Certain Production-Type Contracts
(“SOP 81-1). The use of this method is'based on our experience and history of being able to prepare reasonably
dependable estimates of the cost to complete our projects. Under this method, we recognize estimated contract revenue
and resulting income based on costs incurred to date as a percentage of total estimated costs. Total estimated costs, and T
resulting contract income, are affected by changes in the expected cost of materials and labor, productivity, scheduling '
and other factors. Additionally, external factors such as weather, customer requirements and other factors outside of
our control, may affect the progress and estimated cost of a project’s completion and, therefore; the timing of revenue
and income recognition. We routinely review estimates relatéd (o our contracts, and revisions<o profitability-are
reflected in the quarterly and annual earnings we report, SOP 81-1 prov1des that the use of percentage-of-completion
accounting requlres the ability to make reasonably dependable estimates.” .

o v ' "1, . . ‘}. . . ) . N

For contracts as to which .we are.unable to estimate the final proﬁtability except to assure.that no loss will -~
ultimately be incurred, we recognize equal amounts of revenue and-cost until the final results can be estimated more
precisely. For these deferred profit recognition contracts, we recognize revenue and cost equally and only recognize
gross margin when probable and reasonably estimable, which.we generally determine to be when the contract is
approximately 70% complete. We treat long-term construction contracts that contain such a level of risk and
uncertainty that estimation of the final outcome is impractical except to assure that no loss will be incurred as deferred
profit recognition contracts. We accounted for JRM’s Dolphin Upstream Facilities project as a deferred recognition
contract until its completion during 2006. At December 31, 2006, we have no contracts being accounted for using the
deferred profit recogmllon basis.. : . . . .

Fixed-price contracts are required to be accounted for under the completed-contract method if we are unable to -
reasonably forecast cost to complete at start-up. For.example, if we have no experience in performing-the type of work
on a particular project and were unable to develop reasonably dependable estimates of total costs to complete; we
would follow the completed-contract method of accounting for such projects. Qur management’s policy is not to enter
into fixed-price contracts without an accurate estimate of cost to complete. However, it is possible that in the time
between contract execution and the start of work on a project, we could'lose confidence in our ability to forecast cost to.
complete based on intervening events, including, but not limited to, experience on similar projects, civil unrest, strikes
and volatility in our expected costs. In such a situation, we.would use the completed-contract method of accountmg for
that project. No such contracts were executed in 2006. , ;

For all contracts, if a current.estimate of total contract cost indicates a. loss onra contract, the projected loss is
recognized in full when determined. S AR !
. . . . bl
Although we contmually strive to” |mpr0ve our ability to estimate our contract costs and profitability, adjustments.
to overall contract costs due to unforéseen events could be signifi jcant in future pperiods. - We récognize claims for extra
work or for changes in scope of work.in contract revenues, to the extent of costs incurred, when we believe collection is
probable and can be reasonably estimated. We recognize income from.contract change orders or claims when formally
agreed with.the customer! We reflect any amounts not collected as an adjustment to eammgs We regularly assess the
collecublllty of contract revenues and recelvables from customers.
f vl . L 'y v 4 ‘., . B
Invenmnes We carry oir. mventones (principally in B&W, Wthh was not consolidated at December 31, 2005)
at the lower of cost or market, We determine cost principally on the first-in-first-out  basis, except for certain
materials inventories, for which we use the last-in-first-out method. ST . .
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Property, Plant and Equipment. We carry our property, plant and equipment at depreciated cost, reduced by
provisions to recognize economic impairment when we determine impairment has occurred. Factors that impact our
determination of impairment include forecasted utilization of equipment and estimates of cash flow from projects to be
performed in future periods. Our estimates of cash flow may differ from actual cash flow due to, among other things,
technological changes, economic conditions or changes in operating performance. Any changes in such factors may
negatively affect our business segments and result in future asset impairments. ] '

Except for major marine vessels, we depreciate our property, plant and equipmient using the straight-line method,
over estimated economic useful lives of eight to 40 years for buildings and two to 28 years for machinery and
equipment. We depreciate major marine vessels using the units-of-production method based on the utilization of each
vessel. Our depreciation expense calculated under the units-of-production method may be less than, equal to or greater
than depreciation expense calculated under the straight-line method in any period. The annual depreciation based on
utilization of each vessel will not be less than the greater of 25% of annual stralght -line depreciation and 50% of
cumulatlve straight-line depreciation. \ . . .,

We expense the costs of maintenance, repairs and renewals, which do not materially prolong the useful life of an

asset, as we incur them, except for drydocking costs. Through December 31, 2006, we accrued estimated drydocking
costs for our marine fleet over the period of time between drydockings, generally three to five years. We accrued
drydocking costs in advance of the anticipated future drydocking, commonly known as the accrue-in-advance method.
We charged actual drydocking costs against the liability when incurred, and we recognized any differences between
actual costs and accrued costs over the remaining months of the drydocking cycle. Our actual drydocking costs often
differ from our estimates due to the long period between drydockings and the inherent difficulties in estimating cost of
vessel repairs and renewals until the drydocking occurs. Pursuant to FSP AUG AIR-1, “Accounting for Planned
Major Maintenance Activities,” issued by the Financial Accounting Standards Board (the “FASB”) during :
September 2006, we will change our accounting policy from the accrue-in-advance method to the deferral method,
effective January t, 2007, as more fully discussed in Note 1 to our consolidated financial statements included in this
report. : : A : :

. . .

Self-Insurance. We have several wholly owned insurance subsidiaries that provide workers compensation,
employer’s liability, general and automotive liability and workers compensation insurance and from time to time,-
builder’s risk within certain limits and marine hull to our companies. We may also have business reasons in the
future to have these insurance subsidiaries accept other risks which we can not or do not wish to transfer to outside
insurance companies. Reserves related to these insurance programs are based on the facts and circumstances
specific to-the insurance claims, our past experience with similar claims, loss factors and the performance of the

" outside insurance market for the type of risk at issue: The actual outcome of insured claims could differ significantly
from estimated amounts. We maintain actuarially determined accruals in our consolidated balance sheets to cover
self-insurance retentions for the coverage discussed above. These accruals are based on certain assumptions
developed utilizing historical data to project future losses. Loss estimates in the calculation of these accruals are
adjusted as required based upon actual claim settlements and reported claims. These loss estimates and accruals
recorded in our financial statements for claims have histerically been reasonable in light of the actual amount of
claims paid. _ S :

Pension Plans and Postretirement Bengfits. We estimate income or expense related to our pension and
postretirement benefit plans based on actuarial assumptions, including assumptions regarding discount rates and
expected returns on plan assets. We determine our discount rate based on a review of published financial data and
discussions with our actuary regarding rates of return on high-quality fixed-income investments currently available and
expected to be available during the period to maturity of our pension obligations. Based on historical data and
discussions with our actuary, we determine our expected return on plan assets based on the expected long-term rate of
return on our plan assets and the market-related value of our plan assets. Changes in these assumptions can result in
significant changes in our estimated-pension income or expense and our consolidated financial position. We revise our
assumptions on an annual basis based upon changes in current interest rates, return on plan assets and the underlying
demographics of our workforce. These assumptions are reasonably likely to change in future periods and may have a
material impact on future eamings. Effective December 31, 2006, we adopted SFAS No. 158, “Employers’
Accounting for Defined Benefit Pension and Other Postretirement Plans” (“SFAS No. 158"), which resulted in the
recognition of the funded status of our defined benefit pension plans and postretirement plans in our consolidated




balance sheets included in this report. See Note 6 to our consohdated financtal statements mcluded in this report for
addmonal information related to SFAS No. 158. . - . :

H a7 . . ¢
‘ ' « '

Loss Contingencies. We estimate liabilities for loss contmgenues when it is probable that a liability has been
incurred and the amount of toss is reasonably estimable. We piovide disclosire when there is a reasonable possibility
that the ultimate loss will exceed the recorded provision or if such loss is not reasonably estimable. We are currently
involved in some significant litigation, as discussed in Note 10 to our consolidated financial statements included in this
report. We have accrued our estimates of the probable losses associated with these matters. However, our losses are
typically resolved over long periods of time and are often difficult to estimate due to the possibility of multiple actions.
by third parties. Therefore, it is pessible future earnings could be affected by changes in our estimates related to these
matters. o . , o .

Goodwill. SFAS No. 142, “Goodwill and Other Intangible Assets,” requires us to perform periodic testing for
impairment, It requires a two-step impairment test to identify potential goodwill impairment and measure the amount
of a goodwill impairment loss. The first step of the test compares the fair value of a reporting unit with its carrying
amount, including goodwill If the carrying amount of a reporting unit exceeds its fair value, the second step'ofthe . »
goodwil] impairment test is performed to measure the amount of the 1mpanrment loss, if any Both steps of goodw1l1
impairment testmg involve signifi icant estlmates :

Asset Retirement Oblzgauons and Enwronmental Clean-up Costs. We accrue for future decommissioning of our
nuclear facilities that will permit the release of these facilities to unrestricted use at the end of each facility's life, which -
is a requirement of our licenses from the Nuclear Regulatory Commission. In accordance with SFAS No. 143,
“Accounting for Asset Retirement Obligations” (“SFAS No. 143", we record the fair value of a Hability for an asset

" retirement obligation in the period in which it is incurred. When we initially record such a liability, we capitalize a cost
by increasing the carrying'amount of the related long-lived asset. Qver time, the liability is accreted to its present.valugé
each period, and the capitalized cost is depreciated over the useful life of the related asset. Upon settlement of a
liability, we will settle the obligation for its recorded amount or incur a gain or loss. SFAS No. 143 applies to”
environmental liabilities associated with assets that we currently operate and are obligated to remove from service. For
environmental liabilities associated with assets that we no longer operate, we have accrued amounts based on the
estimated costs of clean-up activities, net of the anticipated effect of any applicable cost-sharing arrangements. We
adjust the estimated costs as further information develops or circumstances change.” An exception to this accounting
treatment relates to the work we perform for one facility, for which the U.S. Government is obllgated to pay all the
decommissioning costs.

. Deferred Taxes. We record a valuation allowance to reduce our deferred tax assets to the amount that is more.
likely than not to be realized. Weé believe that the deferred tax asset recorded as of December 31, 2006 is realizable - -
through carrybacks, future reversals of existing taxable temporary differences and future taxable income. If we were to
subsequently determine that.we would be able to realize deferred tax assets in the future in excess of our net recorded
amount, an adjustment to deferred tax assets would increase earnings for the period in which such determination was
made. We will continue to assess the adequacy of the valuation allowance on a quarterly basis. Any changes to our
estimated valuation allowance could be material to our consolidated financial condition and results of operations. In
June 2006, FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes™ (“FIN 48”), to
clarify the accounting for uncertainty in income taxes recognized in an entity’s financial statement in accordance with
.SFAS No. 109, “Accounting for Income Taxes.” FIN 48 is effective for fiscal years beginning after December 15,
2006, as more fully discussed in Notes 1 and 4 to our consolidated financial statements included in this report.. .

Warranty. We account for warranty costs to satisfy contractual warranty requirements as a component of our total
contract cost estimate on the related contracts for our Offshore Oil and Gas Construction seginent or as an accrued
estimated expense recognized in conjunction with the associated revenue on the related contracts for our Government
Operations and Power Generation Systems segments. In addition, we make specific provisions where we expect the
actual warranty costs to significantly exceed the accrued estimates. In our Offshore Oil and Gas Construction segment,
warranty periods are generally limited, and we have had minimal warranty cost in prior years.: Factors that impact our
estimate of warranty costs include prior history of wartanty claims and our estimates of future costs of materials and
labor:  Our future warranty provisions may vary from what we have experienced in the past.

! . ’ . + N ) 0 . 1
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Stock-Based Compensation. Effective January 1, 2006, we adopted the provisions of the revised SFAS No. 123,
“Share-Based Payment” (“SFAS No. 123(R)™), on a modified prospective application basis. Under the provisions of
SFAS No. 123(R) and using the modified prospective application method, we recognize stock-based compensation,
net of an estimated forfeiture rate, for all share-based awards granted after December 31, 2005 and granted prior to,
but not yet vested as of, December 31, 2005 on a straight-line basis over the reqmsne service periods of the awards,
which is generally equivalent to the vesting term. -

For further discussionof recently adopted accounting standards, see Note | to our consolidated financial
statements included in this report. o -

YEAR ENDED DECEMBER 31, 2006 COMPARED TO YEAR ENDED
DECEMBER 31, 2005

Ofishore Oil and Gas Construction

Revenues increased 30.0%, or $371.4 million, to $1.6 billion in 2006, primarily due to increased activities in
our Middle East region, an increase in offshore projects worldwide and increased activities in our Asia Pacific
region. These increases were partially offset by a decrease in activities in the Caspian reglon and a decrease in
fabrication activities in our Americas reglon

. . 1

Segment operating income, which is before equity in income (loss) of investees and gains (losses) on asset
disposals and impairments - net, increased $60.2 million from $149.7 million in 2005 to $209.9 million in 2006.. .
Approximately.$15.0 million of this increase is attributable to profit deferred since the inception of a project with
Dolphin Energy Ltd., which we accounted for under our deferred profit recognition policy, as discussed above. As
of December 31, 2006, the project was substantially complete, and the profit earned since inception to date was
recognized. In addition; segment operating income increased in the year ended December 31, 2006 compared to the
year ended December 31, 2005 due to increased activities in our Middle East and Asia Pacific regions, increased
offshore projects worldwide and higher margins from the Caspian and Asia Pacific regions. These increases were
partiaily offset by a decrease in fabrication activities in our Americas region and a decrease in all other operations.:
In addition, general and administrative expenses increased in the year ended December 31, 2006 due to increases in
departmental expenses.

Gains (losses) on asset disposals and impairments — net decreased $22.6 million to a loss of $16.2 million in the
year ended December 31, 2006 from a gain of $6.4 million in the year ended December 31, 2005. This reduction:
was primarily attributable to an impairment of $16.4 million associated with our terminated joint venture in Mexico~
in the year ended December 31, 2006 and gains on sales of various non-strategic assets in the year ended December
31, 2005, ' : . S

Equity in income (loss) of investees decreased $5.7 million from a gain of $2.8 miilion in the year ended
December 31, 2005 to a loss of $2.9 million in the year ended December 31, 2006, pnman]y attributable to our
share of expenses in our deepwater solutions joint venture.

Government Operations

Revenues increased approximately 4.8%, or $29.0 million, to.$630.]1 million in the year ended December 31,
2006, primarily due to higher volumes in the manufacture of nuclear components for certain U.S. Government
programs along with higher volumes from our other government operations producing fuel for research test reactors
and DOE fuel development for commercial reactors. Also, contributing to this increase was higher volume from our
management and operating contract for U.S. Government-owned facilities in New Mexico, along with higher *
volumes in commercial nuclear environmental services work including additional environmental engineering work
at our Pennsylvania location. These increases were partially offset by lower commercial downblending work due to
the completion of our contract to downblend 50 metric tons of highly enriched uranium to low enriched uranium.

We also experienced lower revenues in the year ended December 31, 2006 from our fuel cell development pro_lecl
which we terminated in 2006.
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Segment operating income, which is before equity income of investees and gains on asset disposals and

. impairments — net, increased $14.8 million to $82.8 million in the year.ended December 31, 2006, primarily
attributable to cost and efficiency-improvements resulting from our consolidation of two operating divisions into
BWXT’s Nuclear Operations Division and.continued productivity improvements. In addition, we experienced an
increase in volumes and margins of our other government operations producing fuel for research test reactors and DOE

“fuei development for commercial reactors. We also experiencéd an increase in our commercial nuclear environmental
services activity, including additional environmental engineering work, and improved pérformance from our
environmental labs. Also, coritributing to this increase was lower spending on research and development activity in the
year ended December 31, 2006 and increased fees for a management and operating contract for U.S. Government-
owned facilities in New Mexico. These increases were partially offset by lower fees from.subcontracting activity at a
DOE site cleanup in Ohio and lower commercial downblending work due to the completion of our contract, as
discussed above. In addition, we experienced higher pension expense, higher selling, general and administrative
expenses and an increase to our provision for an environmental liability in Pennsylvania in the year ended December
31, 2006

Gains on asset disposals and impairments — net increased $1.0 million in the year ended December 31, 2006,
attributable to the sale of noncore machinery.,
] : '
Equity in income of investees decreased $3.5 million to $27.8 million in the year ended December 31, 2006,
primarily due to'our decision o terminate our research and development joint venture, along with decreased scope at
our joint venture in Idaho. These decreases were partially offset by 1mproved fees at our sites in Tennessee and

Texas in the year ended December 31,2006, . S e ' \ .. . ;

Power Generation Systems
Our Power Generation Systems segment consists primarily of B&W, which was not consolidated in the year
ended December 31; 2005, The revenues and segment operating income of this segment for the year ended®
December 31, 2006 were substantially. all attributable to B&W, which was reconsolidated into our results effective
- February 22, 2006 and include approximately ten months’ results in the year ended December 31, 2006. B&W’s
" revenues and segment operating income in the year-ended December 31, 2006 resulted primarily from utility steam
system fabrication, fabrication and construction of plant enhancement pmJects replacement parts, boiler cleamng
equipment, nuclear services and replacemem nuclear steam generators, . . :

o . ' - . y .o
i ’ . N ta - ‘ '

. Equity in income of investees increased $6.1 million to $I2 5 million in the year ended December 31, 2006,
primarily due to income recognized from'a joint venture in China, which was placed on the equity method of
accounting during the year ended December 31, 2006 T :

Corporate Ve T ke o ' a e . . v an
g : : [ R N o . - e
Una]located Corporate expenses decreased $10.0 million in the year ended December 31, 2006 from $39.9

million to $29.9 million, primarily attributable to lower legal expenses related to B&W's Chapter 11 proceedings in
2006 compared to 2005. This decrease was partially offset by higher qualified pension plan expense in 2006
compared to 2005. We also experienced lower departmental expenses in 2006, and we recorded a favorable .

. adjustment related to the settlement of prior-year litigation in 2006. In addition, we experienced favorable results
from our captive insurers in the year ended December 31, 2006, compared to the year ended December 31, 2005.

Other Income Statement Items -~ - . N . : .
v : . R ' TS . ' : o .
Interest income increased by.$32.5 million to-$53.6 million in the year ended December 31, 2006, primarily due

to an increase in‘average cash equivalents and investments and higher mterest rates, as well as settlement from the

Canadian taxmg authormes with respéct to audit issues. - . : o

M I EE C s . - -

Interest expense decreased by $1.5 million to $30.3 million in the year ended December 31, 2006, primarily due
to the retirement of the JRM Secured Notes in June 2006, partially offset by higher interest and associated
amortization and costs on our credit facilities.
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We recorded other income from an IRS interest expense adjustment for the year ended December 31, 2006,
totaling approximately $13.2 million, attributable to a settlement MI reached with U.S. and Canadian tax authorities |
related to transfer pricing issues. This income was partially offset by an increase ininterest expense during the year
ended December 31; 2006 totaling approximately $7.5 million for potential U.S. tax deficiencies. '

On June 6,.2006, JRM completed a tender offer and used current cash’on hand to purchase the entire $200
million in aggregate principal amount outstanding of its secured notes for approximately $249.0 million, including
accrued interest of approximately $10.9 million. As a result of this early retirement of debt, we recognized $49.0
million of expense during the year ended December 31, 2006. In addition, in December 2006, B&W retired its $250
million promissory note issued in 2005, as part of its Chapter 11 bankruptcy settlement. This note was recorded in
Accrued Cost of The Babcock & Wilcox Company Bankruptcy Settlernent on our consolidated balance sheets at its
fair value of approximately $245.3 million. As a result of this retirement, we recogmzed approximately $4 7 million
of expense.: ' : .

Other-net expense increased by $13.1 million to $13.8 million in the year ended December 31, 2006, primarily
due to currency exchange losses in 2006, compared to gains in 2005. ..

Provision for Income Taxes

For the year ended December 31, 2006, our provision for income taxes increased $10.3 million to $19.2 million,
while income before provision for income taxes increased $141.9 million to $348.6 million. Our effective tax rate .
for the year ended December 31, 2006 was approxlmately 5.5%, which was primarily due to the valuation allowance
adjustment discussed below.

 For the year ended December 31, 2006, we reversed $94.1 million of the deferred tax asset valuation allowance
recorded against the JRMH deferred tax assets. SFAS No. 109, “Accounting for Income Taxes” (“SFAS No. 109™),
provides that a valuation allowance must be established for deferred tax assets, when it is more likely than not that.
the assets will not be realized. SFAS No. 109 also provides that all positive and negative evidence must be evaluated
in determining the need for a valuation allowance. As a result of the reorganization of our U.S. legal entities
discussed more fully below, we have reevaluated all the positive and negative evidence available to us and have:
determined that we no longer require a federal deferred tax asset valuation allowance. Accordingly, under the, -
guidelines of SFAS No. 109, we reversed the majority of the JRMH federal deferred tax asset valuation allowance .
through current period earnings in 2006 by recording a credit to our provision for income taxes.

We completed a reorganization of our MI and IRMH groups of U S. legal entities into a smgle consolldated
U.S. group effective December 31, 2006. This reorganization provides us with administrative efficiencies, the
opportunity to increase the flexibility of our financial structure and returns us to 2 more tax-efficient legal structure.
Prior to 1995, substantially all of the operations of JRMH (formerly our U.S. offshore oil and gas construction ;
business) were combined with M1 in a single consolidated U.S. group. In 1995, substantially all our offshore oil and
gas construction assets were acquired by JRM in conjunction with JRM’s acquisition of Offshore Pipelines, Inc.
(“OPI”). As aresult of the acquisition of OPI, MII’s ownership-interest in the common stock of JRM was reduced
to approximately 64%, with the remaining 36% being publicly traded. The results of JRMH were consequently no
longer part of MI's consolidated U.S. group. In 1999, MII acquired atl of the remaining publicly held common stock
of JRM, such that MII owned 100% of JRM. A restructuring to achieve the reconsolidation of the JRMH and MI
groups was not feasible until 2006, attributable in part to long-running asbestos liability claims against B&W, which
ultimately lead B&W to file for Chapter |1 bankruptcy protection. In February 2006, B& W emerged from Chapter
11 bankruptcy protection and was reconsolidated into our results. Subsequent to B&W’s.emergence from -
bankruptcy, action was taken to recombine our JRMH and MI groups, with the final reorganization being completed
effective December 31, 2006. Although we will continue to file a separate U.S. tax return-for each U.S. group for the
year ended December 31, 2006, the current earnings reflect-a tax benefit for the JRMH U.5. group, as a result of the
reorganization. Beginning with the taxable period commencing January 1; 2007, the results of the formier separate
U.S. groups will be consolidated, and a single U.S. tax return will be filed. Asa consequence we do not expect to
make any federal tax payments in 2007 : ‘ - .




As more fully disclosed in Part Il of our annual report on Form 10-K for the year ended December 31, 2005, for
the year ended December 31, 2005, we reversed our federal deferred tax asset valuation allowance totaling
approximately $50.4 million, which eliminated our MI federal deferred tax asset valuation allowance associated
with our minimum pension liability. This adjustment recorded for the year ended December 31, 2005 resulted in a’
benefit in our provision for income taxes of $50.4 million. . .

We have provided for income taxes based-on the tax laws and rates in the countries. in which we conduct our
operations. MII is a Panamanian corporation that has earned all of its income outside of Panama. As a result, MI! is
not subject to income tax in Panama. MII and its subsidiaries operate in the United States taxing jurisdiction and
various other taxing jurisdictions around the world. Each of these jurisdictions has a regime of taxation:that varies
from the others. The taxation regimes vary not only with respect to nominal rates but also with respect to the
allowability of deductions, credits and other, benefits and tax bases (for example, revenue versus income). These
variances, along with variances in our mix of income from these jurisdictions, contribute to vanabrlrty tn our
effective tax rate. . ; | N . L " ' :

b R . ..

Income (loss) from commumg operations before provision for (benefit from) income taxes, provision for

(benefit from) income taxes and effectlve tax rates for MII's major subsidiaries are as follows:

¥ ¥ ‘

. v V I . lncame (!os.r) from Provision for (Benef i from) Effective
i : Continuing Operations Income Taxes . Tax Rate
P 206 2005 ©2006 2005 2006 2005
* (I thousands} C o " {In thousands) '

Primarily United States: . N ’ L 7 \ o y . .
Ml e $ 167,778 § 67,114 $ 84,594 $ (17,666) 50.42%  (26.32)%
JRMH (79,764) (14,514) (109,083) 1,699 136.76% (11.71)%

Non United States:. S - . !

International Subsrdlarres " 260,543 154,100 43,641 . 24,794 16.75% 16.09%

Total Ml : . 3 348,557 $ 206700 3 19,152 58, 827 5.4%% 427%

Wt

. Mlis subject to Umted States federal income tax at a rate of 35%. The effective tax rate of Ml is pnmanlyr

affected by applicable state income taxes on its profitable U.S. subsidiaries, as well as the items discussed below. In .

the year ended December 31, 2006, MI reached a settlement in a tax dispute with United States and Canadian tax
authorities, primarily related to transfer pricing matters, resulting in an adjustment to the tax liability and associated
accrued interest established for the disputed item. This favorably impacted MI’s income before income taxes and
provision for income taxes by $13.2 million and $4.7 million, respectively. In addition, offsetting tax adjustments
related to open years for federal and certain.state tax jurisdictions were recorded in the year ended December 31,
2006,.along with approximately. $4.9 million of related interest expense. Approximately $18 million in tax expense
was recorded for the expiration of certain foreign tax credits and via an increase in valuation allowance for foreign
credit carryfowards that. may expire in the future prior to being utilized. . . | :
The effective tax rate of MI for the yéar ended December 31, 2005 was impacted by the B&W Chapter 11 . 7,
settlement adjustment recorded in that period, which generated little or no;associated U.S income tax effect, and the
. valuation allowance adjustment discussed above.
JRMH is subject to United States income tax at'a rate 0f.35%. No current United States income tax is payable
by JRMH due to its current year loss; however, a tax benefit was recorded for its 2006 operations, due.to the U.S.
reorganization discussed-above.. Further, JRMH’s valuation allowance for the realization of deferred tax assets has
been adjusted in accordance with SFAS No. 109, as discussed above. :In addition, JRMH recorded a net provision
for income taxes of approximately $9 million associated with potential U.S. income tax issues.

See Note 4 to our consolldated fi nanc1a] statements included in this report for further information on income

- taxes.
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YEAR ENDED DECEMBER 31, 2005 COMPARED TO- YEAR. ENDED
DECEMBER 31, 2004 ' ’

Offshore Oil and Gas Construction

Revenues decreased 9%, or $118.9 million, to $1.2 billion in 2005, primarily due to decreases in fabrication
activity levels in our Americas and Asia Pacific regions. In addition, offshore activity in our Americas region was
also reduced. Fabrication manhours in these regions for 2005 were 40% of 2004 levels, while offshore activity in
the Americas experienced a moderate decrease in barge days of approximately 19% in 2005 compared to 2004,
These reductions contributed to net decreases in revenue totaling approximately $333.5 million. These decreases,
along with a $90.6 million decrease related to the completion of our three Spar projects in 2004, were partially offset
by increased fabrication activity in our Middle East and Caspian regions ($38.6 million) and substantial increases in
our international -offshore activities ($275.2 million). Revenues from other activities in JRM decreased by
approximately $2.2 million in the year ended December 31, 2005, compared to the year ended December 31, 2004.

Segment operating income, which is before equity in income of investees and gains on asset disposals and
impairments — net, increased $95.9 million from $53.8 million in 2004 to $149.7 million in 2005. This increase was
primarily attributable to operating income from offshore construction projects due to the increases in Middle East,
Caspian and international offshore activity levels referenced above and improved margins in these regions. These
increases were partially offset by decreases in fabrication activity levels in our Americas and Asia Pacific regions
and decreases in offshore activity in the Americas region. In addition, general and administrative expenses increased
by $7.0 mitlion 10 $107.3 million, primarily. due to increased costs related to systemns development and increased
_ legal expenses. * :

Gains on asset disposals and impairments — net decreased $23.9 million to $6.4 million in 2005 from $30.3
million in 2004. This reduction was attributable to gains on sales of nonstrategic assets in 2004, mcludmg the
Oceanic 93 and our fabrlcatlon facility in Scotland.

. . Y

Equity in income of investees increased $0.9 million to $2.8 million in 2005, primarily due to the settlement of
warranty issues-in a joint venture in Europe ($3.1 million). This increase was offset by a decrease in our share of the
royalty income recognized in our Spars International Inc. joint venture due to a restructuring of the joint venture.

Government Operations. ‘ '

Revenues increased 8%, or $45.9 million, to $601.0 million in 2005, primarily due to higher volumes in the
manufacture of nuclear components for certain U. S. Government programs. Higher volumes in commercial nuclear”
environmental services work, including the change from equity income recognition to revenue recognition undera -
subcontract in [daho, also contributed to this increase. In addition, we experienced higher revenues from
downblending of highly enriched uranium to low enriched uranium, which we downblend pursuant to a tolling
arrangement. This downblended material is used by U.S. commercial nuclear power plants as fuel to generate
electricity. These increases were partially offset by lower revenues at a DOE sile in South Carolina and lower
revenues assoctated with the recovery of uranium from process materials for.the DOE.

Segment operating incoime, which is before equity income from investees and gains on asset disposals and -
impairments — net, decreased $8.7 million to $68.0 million in 2005, primarily due to approximately $18.8 million of
pension expense allocated to BWXT in 2005 that was recorded as an unailocated Corporate expense in 2004, 'In.
addition, BWXT also experienced higher general and administrative expenses, primarily due to stock-based - -
compensation expense, facility oversight costs, costs related to enterprise system implementation and Sarbanes-Oxley
implementation and compliance. These decreases were partially offset by higher volumes and margins from our -
manufacture of nuclear components for certain U.S. Government programs our engineering services work for DOE
sites and commercial work.

Equity in income from investees decreased $1.3 million to $31.3 million in 2005, primarily due to the change
from equity income recognition to revenue recognition under a subcontract in Idaho. , This decrease was pamally
offset by additional fees earned at a site in Tennessee.
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Power Generation Systems

Equity in income for investees increased $5 3 million to $6.5 mllllon in 2005, pnmanly due to income
recogmzed by a joint venture in Chma : . - S I

" Corporate ) ‘ . S - IR

- Unallocated Corporate expenses decreased $9.8 million from $49.7 million to $39.9 million, primarily due to
the allocation of pension plan expense for the BWXT and B&W pension plans previously recofded as an unallocated
Corporate expense in 2004 totaling approximately $60.4 million. In 2005, we recorded expenses associated with
these plans totaling approximately-$18.8 million in our Government Operations segment and $34.9 million in B&W,
respectively. Also, in 2004, we recognized a gain on the curtaitment of our pension plan in the United Kingdom .
tota]mg $27.7 million. The decrease in pension expense recorded as an unallocated Corporate expense for 2005
compared to 2004 was partially offset by-an increase in stock-based compensation expense attributable to the
increase in our stock price in the year énded December 31, 2005, In addition, in 2005, we expenenced increased
legal and profe551onal fees associated with B&W’s Chapter il proceedmgs

Effective January I, 2005, we began allocating to our Government Operations segment qualified pension plan ,

" expense on MI's pension plan that was previously recorded as an unallocated Corporate expense. In 2004, we
recorded approximately $21.8 million of pension expense related to BWXT (substantially all of our Government
Operations segment) in unallocated Corporate. In addition, effective January 31, 2005, the B&W portion of MI’s
qualified pension plan was spun off into a new plan sponsored by B&W: As a result, we no longer allocated pension
expense associated with B&W’s portion of the pension plan to unallocated Corporate In 2004, pensmn expense
associated with the spun off plan was recorded in unallocated Corporate: -

Other Income Statement Items o “*
* Interest income increased by $15.5 million to $21.1 million, primarily due to an increase in investments.

Interest expense decreased by $4.2 million, pnmarlly due to a reduction in interest expense attributable to
interest on potential tax deficiencies. " . . S
Provision for Income Taxes = . - s .

4 . > L o . B .

For the year ended December 31, 2005, we reversed $50.4 million of our federal deferred 1ax asset valuation
allowance (“Valuation Allowance Adjustment”), eliminating our MI federal deferred tax asset valuation allowance
associated with our minimum pension liability discussed below. SFAS No. 109, “Accounting-for Income Taxes”
(“SFAS No. 109™), provides that a valuation allowance must be established for deferred tax assets when it is more
likely than not that the assets will not be realized. SFAS No. 109 dlso provides that all positive and negative
evidence must be evaluated-in determining the need for a valuation allowance. In the quarter ended June 30, 2005,
our BWXT subsidiary received contract extensions on its management contracts for the Y-12 and Pantex sites from
the National Nuciear Security Administration. In addition, we evaluated our forecast of pre-tax income at Ml on a
gomg -concern basis, and based on cumulative positive pre-tax income at MI in the prior three years, including pre-
tax income for 2005, and a forecast of positive pre-tax income in the future, we determined that we no longer
required a.federal deferred tax asset valuation allowance. This federal deferred tax asset valuation allowance was
originally recorded in 2002 as an adjustment to Other Comprehensive Income at Ml generated by an increase to
MI’s Minimum Pension Liability. The gross deferred tax asset on this item was reduced substantially based on the
spin-off of the B&W portion of MI’s pension plan-to B&W. Under the guidelines of SFAS No. 109, we reversed
_ the remaining component of this federal valuation allowance by a credit to our provision for i income taxes totalmg,

approximately $50.4 mllllon - ; DLt : v .

Substannally asa result of the Valuauon Allowance Adjustmem discussed above, the prowsmn for income
taxes decreased $31.2 million to $8.8 million, while income before provision for income taxes increased $101.9
. million to $206.7 million. Our effective tax rate for the year ended December 31, 2905 was approximately 4.3%.

i . ' . \ e
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MII is a Panamanian corporation that has earned all of its income outside of Panama. Under Pahamanian tax™
law, MII is not subject to income tax in Panama on income earned outside of Panama.

We have provided for income taxes based on the tax laws and rates in the countries in which we conduct our
operations. MII and its subsidiaries operate in the U.S. taxing jurisdiction and various other taxing jurisdictions
around the world. Each of these jurisdictions has a regime of taxation that varies from the others. The taxation
regimes vary not only with respect to nominal rates, but aiso with respect to the allowability of deductions, credits
and other benefits and tax bases (for example, revenue versus income). These variances, along w:th variances in our
mix of income from these Junsd:ctlons are responsible for shlﬁs in our effective tax rate.

Income (loss) from continuing operations before provision for income taxes, provision for income taxes and
effective tax rates for MII’s major.subsidiaries are as follows: . . B .. e

' 4 Soah !

Income floss) from « Provision for (Benefit from) Effective

, Continuing Operations fncome Taxes Tax Rate .
2005 b 2004 . 2005 2004 2005 2004
{In thousands) ' (In thousands) :

Primarily United States: i ' . ’ ‘ Lo . ’

Ml $ 67,114 § 22522 § (17,666) - $ 17273 (26.32)%  76.69%

JRMH T o(14,514) = (340) 1,699 o= L IN% 0 0.00%
Non United States: - . . . R : '

International Subsidiaries 154.100 - 82,658 24794 . 22724 - 16.09%- 27.49%
Total Ml ' $206700 _ $104840 _$ 8,827 $ 39,997 427% - 3815%

MI is subject to U.S. federal income tax at a rate of 35%. The effective tax rate of MI was primarily affected by
the B&W Chapler 11 settlement adjustment, which generated little or no associated U.S. income tax effect, and
applicable state income taxes on its profitable BWXT subsndlary In addition, the 2005 tax rate was affected by the
Valuation Allowance Ad_]ustment discussed above. -

JRMH was subject to U.S. income tax at a rate of 35%. No current U.S. income tax is payable by JRMH due to
its current loss. JRMH’s valuation allowance for the realization of deferred tax assets had been adjusted in
accordance with SFAS No. 109. JRMH’s provision for income taxes was primarily associatéd with its operations
performed outside of the U.S., which had no relatlonshlp to its loss from continuing operations before prov:smn for

income taxes.

The American Jobs Creation Act of 2004 introduced a special one-time dividends received deduction on the
repatriation of certain foreign earnings to a U.S. taxpayer, provided séveral-criteria are met. The repatriation and
reinvestment plan we adopted is part of B&W, which was not consolidated with our results in 2005, We also
reviewed the other provisions of the Jobs Creation Act, including the provisions which permitted a U.S. taxpayer to
claim in its 2005 tax filing a deduction from taxable income attributable to its domestic production and
manufacturing activities. Various domestic activities that we perform were consxdered production and
manufacturmg activities, as defined in the Jobs Creation Act. ' .

1
See Note 4 to our consoltdated financial statements included in thls report for funher mformanon on taxes.

v [

EFFECTS OF lNFLATION-AND CHANGING PRICES : ' '

Our financial statements are’ prepared in accordance with genérally accepted accounting principles in the United
States, using historical U.S. dollar accounting (“historical cost™). Statements based on historical cost, however, do not
adequately reflect the cumuiative effect of increasing costs and changes in the purchasing power of the dollar,
especially durmg times of significant and commued inflation.

In order to minimize the negative 1mpact of inflation on our operations, we attempt to cover the increased cost of

anticipated changes in labor, material and service costs, either through an estimate of those changes, which we reflect in
the original price, or through price escalation clauses in our contracts.
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LIQUIDITY AND CAPITAL RESOURCES
JRM

On June 6, 2006, JRM completed a cash tender offer for all its outstanding 11% senior secured notes due 2013
(“JRM Secured Notes”). The tender offer consideration was based on a fixed-spread over specified U.S. Treasury
securities, which equated to an offer price of approximately 119% of the principal amount of the notes. JRM used
cash on hand to purchase the entire $200 million in aggregate principal amount of the JRM Secured Notes
outstanding for approximately $249.0 million, including accrued interest of approximately $10.9 million. Asa
result of this early retirement of debt, we recogmzed $49.0 million of expense during the year ended December 31,
2006 -

On June 6, 2006, JRM entered into a new $500 miltion senior secured credit facility with a syndicate of lenders
(the “JRM Credit Facility”). The JRM Credit Facility comprises a five-year, $400 million revolving credit (all of
which may be used for the issuance of letters of credit and $250 million of which may be used for revolver
borrowings), which matures on June 6, 2011, and a six- year, $100 million synthetic letter of credit subfacility, Wthh
matures on June 6, 2012. The proceeds of the JRM Credit Facility are available for workmg capital needs and other
general corporate purposes of JRM and its subsidiaries.

JRM’s obhgatlons under the JRM Credit Facility are unconditlonal]y guarameed by substantially all of JRM’s
wholly owned subsidiaries and secured by liens on substantially all of JRM’s and these subsidiartes’ assets (other
than cash, cash equivalents, equipment and certain foreign assets), including their major marine vessels. JRM is
permitted to prepay amounts outstanding under the JRM Credit Facility at any time without penalty. Other than
custornary mandatory prepayments on certain contingent events, the JRM Credit Facility requires only interest
payments on a quarterly basis until maturity. Loans outstanding under the revolving credit subfacility bear-interest
at either the Eurodollar rate plus a margin ranging from 2.25% to 2.50% per annum or the base rate plus a margin
ranging from 1.25% to 2.25% per annum. The applicable margin for revolving loans varies depending on JRM’s
credit ratings. JRM is charged a commitment fee on the unused portions of the $400 million revolving credit
subfacility, and that fee varies between 0.375% and 0.50% per annum depending on JRM’s credit ratings.
Additionally, JRM is charged a letter of credit fee of between-2.25% and 2.50% per annum with respect to the
" amount of each letter of credit issued under the revolving credit subfacility. JRM is also charged a fee of 2.60% per
annum on the full amount of the synthetic letter of credit subfacility, regardless of whether the subfacility is drawn
upon. An additional 0.125% annual fee is charged on the amount of each letter of credit issued under both
subfacilities. * ' '

The JRM Credit Facility contains customary financial covenants relating to leverage and interest coverage and
includes covenants that restrict, among other things, debt incurrence, liens, investments, acquisitions, asset dispositions,
dividends, prepayments of subordinated debt, mergers, transactions with affiliates and capital expenditures. JRM was |
in compliance with these covenants at December 31, 2006.

On February 23, 2006, JRM cancelled 1ts separate $25 mllllon letter of credit facility entered into on August 25,
2004,

At December 31, 2006, JRM had no borrowings outstanding, and letters of credit issued on the JRM Credit
Facility totaled $250.2 mitlion. In addition, JRM had $129.8 million in outstanding unsecured letters of credit under
separate- arrangemems with f' nancial institutions at December-31, 2006.

On December 22 2005, JRM, as guaramor and its subsidiary, J. Ray McDermott Middle East, Inc., entered into
a $105.2 million unsecured performance guarantee issuance facility with a syndicate of commercial bankmg
institutions. The outstanding amount under this facility is included in the $129.8 million outstanding referenced . i
above. This.facility provides credit support for bank guarantees issued in favor of three projects awarded to JRM.
The term of this facility is for the duration of these projects, and the average commission rate is less than 4.50% on
an annualized basis. ) .
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In April 2006, JRM completed the sale of a Mexican subsidiary, Talleres Navales del Golfo, 8.A. de C.V_, and
received approximately $19.5 million in proceeds.

Based on JRM’s liquidity position, we believe JRM has sufficient cash and letter of credit and borrowing
capacity to fund its operating requirements for at least the next 12 months.

{
'

BWXT . o
On December 9, 2003, BWXT entered into a three-year,-unsecured, $125 million credit facility (the “BWXT

Credit Facility™). - The BWXT Credit Facility may be increased to a total of $150 mitlion at our discretion, and in

fact, it was increased to 3135 million in January 2004. In March 2005, the maturity date was extended to March 18,

. 2010, and on November 7, 2005, BWXT and its lenders amended the BWXT Credit Facility to, among other things,

permit the full amount of the facility to be used for loans.

The BWXT Credit Facility is a revolving cred:t agreement providing for borrowings and issuances of letters of*

- credit in an aggregate amount of up to $135 million. The BWXT Credit Facility requires BWXT to comply with.

various financial and nonfinancial covenants and reporting requirements. The financial covenants requite BWXT.to’
maintain a maximum leverage ratio, a minimum fixed charge coverage ratio and a maximum debt to capitalization .
ratio. BWXT was in compliance with these covenants at December 31, 2006. The interest'rate at December 31,.
2006 was 8.75%. BWXT is charged an annual commitment fee of 0.375%, which is payable quarterly.
Additionally, BWXT is charged a letter of credit fee of between 1.50% and 2.50% per annum with respect to the
amount of each letter of credit issued. An additional 0.125% per annum fee is charged on the amount of each letter
of credit issued. At December 31, 2006, BWXT had no borrowmgs outstanding, and letters of credit outstandmg
under the facnllty totaled $50.8 million. _ vt :

BaSed on BWXT’s liquidity position, we beheve BWXT has sufficient cash and letter of credit and borrowmg
capauty to fund its operating requnrements for at least the next 12 months. . P : ‘.

B&W : . ‘ . - : .

On February 22, 2006, B&W entered into a $650 million senior secured credit facility with a syndicate of -
lenders (the “B&W Facility”) to replace B&W’s debtor-in-possession credit facility, which was terminated' when
B&W'’s Chapter 11 proceedings were concluded. The B&W Facility includes a five-year, $200 million revolving
credit subfacility (the entire availability of which may be used for the issuance of letters of credit or working capital
requirements), a six-year, $200 million letter of credit subfacility and a commitment by certain of the lenders to loan
B&W up to $250 million in term debt to refinance the $250 million promissory note due to a trust for the benefit of
asbestos personal injury claimants under the B&W Chapter 11 plan of reorganization. The term loan could only be
used by B&W in a single draw, and the commitment of the lenders to.make this loan was set to .expire on December
1, 2006. : . . - : : -

B&W’s obligations under the B&W Facility are unconditionally guaranteed by all of B&W’s domestic
subsidiaries and secured by liens on substantially all of B&W’s and these subsidiaries’.assets, excluding cash and
cash equivalents. _ -

Loans outstanding under the revolving credit subfacility bear interest at either the Eurodollar rate plus a margin .
ranging from 2.75% and 3.25% per annum or the base rate plus 2 margin ranging from 1.75% to 2.25% per annum.
The applicable margin for revolving loans varies depending on.B&W’s credit ratings. The applicable margin for the
$250 million term loan, which is a Eurodollar rate loan, is 3.0% per annum. The interest rate for the term loan at
December 31, 2006 was 8.36%. B&W is charged a commitment fee on the unused portion of the revolving credit
subfacility, and that fee varies between 0.25% and 0.50% per annum depending on B&W’s credit ratings.
Additionally, B&W is charged a letter of credit fee of between 2.75% and 3.25% per annum with respect to the « «.
amount of each letter of credit issued under the revolving credit subfacility. B&W'is also charged a fee of 2.85% .
per annum on the full amount of the synthetic letter of credit subfacility, regardless of whether the subfacility is
drawn upon. An additional 0.125% per annum fee is charged on the amount of each letter of credit issued under
each subfacility.
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If B&W's leverage ratio is above 2.0 to 1.0, B&W must offer to repay the term loan once each year in an
amount equal to the lesser of $50 million and 50% of its excess cash flow. B&W must also prepay the term loan
with the proceeds of certain asset sales, casualties, condemnations and debt issuances, Other than these mandatory
prepayments, the B& W Facility only requires interest payments for the revolving credit subfacility and the letter of
credit subfacility on a quarterly basis until maturity, which is February 22, 2011 and February 22, 2012,
respectively. In addition to quarterly interest payments, the,term loan requires principal payments, based on 1% of
the original principal amount, payable quarterly until maturity, which is February 22, 2012. B&W may prepay
amounts outstanding under the B&W Facility at any time without penalty. . ‘ =

The B&W Facility contains customary financial covenants, including maintenance of a maximum leverage ratio
and a minimum interest coverage ratio, and covenants that, among other things, restrict B&W’s ability to incur debt,
create liens, make investments and acquisitions, sell assets, pay dividends, prepay subordinated debt, merge with
other entities, engage in transactions with affiliates and make capital expenditures. The B&W Facility also comams
customary events of default. B&W was in compliance with these covenants at December 31, 2006.

On November 30, 2006, B&W drew down $250 million on its term lean under the B&W Facility and completed
its obligation to pay the $250 million promissory note to the trust on December 1, 2006. This promissory note was
recorded in Accrued Cost of The Babcock & Wilcox Company Bankruptcy Settlement on our consolidated-balance
sheets at its fair value of approximately $245.3 million, and therefore, this retirement resulted in the recognition of
approximately $4,7 million of expense. The term loan debt under the B&W Facility is scheduled to mature on
February 22, 2012. While not due to mature until 2012, B&W intends to repay the term loan debt during 2007, and
therefore, the $250 million outstanding has been classified as current on our consolldated balance sheets included in
this report. : .

Also in connection with B&W’s Chapter 11 proceedings, B&W paid $350 million to the trust on February 22,
2006, prior to B&W’s reconsolidation. During December 2006, MI paid an additional $353 million to the trust. All
financial obligations under the B&W Chapter 11 plan of reorganization were satisfied as of December 31, 2006. As
a result of these payments made during the year ended December 31, 2006 by MI and B&W, a significant tax loss
was geherated by the.MI group. MI plans to file a claim in 2007 to carry this loss back to offset a portion of its
taxable income in the prior ten-year period. MI expects to receive a tax refund as a result of this carryback claim of
approximately $270 million. For additional information concerning the settlement of B&W’s Chapter 11
proceedings, see Note 20 to our consolidated financial statements included in this report.

As of December 31, 2006, B&W had outstanding borrowings of $250 million under its term loan feature of the
B&W Facility, and letters of credit lssued on the B&W Facility totaled $229.8 million.

Based on B&W’s liquidity position, we believe B&W has sufﬁcient cash and letter of credit and borrowing
capacity to fund its operating requirements for at least the next 12 months.

OTHER

One of B&W's Canadian subsidiaries has received notice of a possible warranty claim on one of its projects on
a contract executed in 1998. This project included a limited-term performance bond totaling approximately $140
million, for which MII entered into an indeminity arrangement with the surety underwriters. At this time, we are
continuing to analyze the facts and circumstances surrounding this issue. It is possible that B&W's subsidiary may
incur warranty costs in éxcess of amounts provided for as of December 31, 2006. It is also possible that a-claim
could be initiated by the B&W subsidiary’s customer against the surety underwriter should certain events occur. If
- such a claim were successful, the surety could seek to recover from B&W’s subsidiary the costs incurred in
satisfying the customer claim. If the surety should seek recovery from B&W’s subsidiary, we believe that B& W’s .
subsidiary would have adequate liquidity to satisfy its obligations. However, the ultimate resolution of this possible i
claim is uncertain, and an adverse outcome could have a material adverse impact on our consolidated financial -
position, results of operations and cash flows. PR :

We are currently exploring growth strategies across our segmenis through acquisitions to expand and complement
our existing businesses. Aswe pursue these opportunities, we expect they would be funded by cash on hand, external -
financing or both. R . . . -
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At December 31, 2006, we had total restricted cash and cash equivalénts of $106.7 million. The restricted cash
and cash equivalents mclude the following: $17.6 million, which is required to meet reinsurance reserve
requirements of our captive insurance companies and $89.1 million, which is held in restricted foreign accounts.

At December 31, 2006 and December 31, 2003, our balance in cash and cash equivalents on our consolidated-
balance sheets included approximately $18.0 million and $7.3 million, respectively, in adjustments for bank
overdrafts, with a corresponding increase in accounts payable for these overdrafis. '

Our working capital, excluding restricted cash and cash equivalents, decreased by approximately $527.7 million
from $81.9 million at December 31, 2005 1o a negative $445.8 million at December 31, 2006. This decrease is
primarily attributable to the $355 million payment to the trust under the B&W Chapter 11 plan of reorganization -
using available cash-and cash equivalents and the current obligation of $250 million resulting from the use of the
term loan feature of the B&W Facility. These decreases were partially offset by favorable cash flows from
operating activities.

Our net cash provided by operations was approximately $228.1 million for the year ended December 31, 2006,
compared to approximately $254.9 million for the year ended December 31, 2005. This decrease was primarily
attributable to our payments made in connection with the B&W Chapter 11 plan of reorganization and recognition of
an income tax receivable, pamally offset by favorable cash ﬂows from our contracts in progress accounls payable
and accrued llabllmes .

Qur net cash provided by {used in) investing activities changed by approximately $801.2 million to cash
provided by investing activities totaling $310.4 million for the year ended December 31, 2006, compared to cash
used in investing activities totaling $490.8 million for the year ended December 31, 2005. This change was -
primarily attributable to the reconsolidation of B&W and the sale/maturity of available-for-sale securities

Our net cash provided by (used m) financing activities changed by approximately $47.9 millien to cash
prov1ded by financing activities totaling $43.7 million for the year ended December 31, 2006, compared to cash
used in financing activities totaling $4.2 million for the year ended December 31, 2005. This change was primarily
attributable to the issuance of debt under the B&W Facility during 2006 partlally offset by the early retirement of
the JRM secured notes.

At December 31, 2006, we had investments with a fair value of $294.1 million. Our investment portfolio
consists primarily of investments in government obligations and other highly-liquid money market instruments. As

of December 31, 2006, we had pledged approximately $36 million fair value of these investments to secure a letter
of credit in connection with certain reinsurance agreements . '

CONTRACTUAL OBLIGATIONS

Our cash requirements as of December 31, 2006 under current contractual obligations are as follows:

Less than - 1-3 .35 -After
Total ! Year - Years - Years 5 Years

! {In thousands) ;
Long-term debt - $271,738 $256,496 $ 9231 § 760 $ 5251
Operating leases ~1$ 37,788 $ 9,307 $15599 § 5857 § 7,025
Take-or-pay contract : $ 5400 $ 1,800° % 1,800 $ 1,800 $ -
Insurance premium adjustment $ 2500 § 1 250 $ 1,250 $ - 8 -

We have interest payments on our long—ten'n debt obligations above as follows: less than one year, $6.3 million;
one to three years, $1.1 million; three to five years, $0.5 million; and after five years, $0.1 million, for a total of $8.0
million. These obligations are based on the debt outstanding at December 31, 2006 and the stated interest rates. In
addition, we expect to contribute approximately $99.1 million to our domestic pension plans, which includes
approximately $58.0 million for B& W, $35.8 million for BWXT and $5.3 million for JRM pension plans, respectwely,
and $12.1 million to our other postretirement benefit plans in 2007.
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Our contingent commitments under letters of credit currently outstanding expire as follows:

1 .
'

Less than 1-3 L C

Total | ! Year “Years. * Thereafier
{In thousands)

$ 660,561 $518602 $ 141 959 3 :
" Item TA. QUANT]TATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET
RISK

Our exposure to markel risk from changes in interest rates relates primarily to our cash equivalents and our
investment portfolio, which is primarily comprised of investments in U.S. Government obligations and hlgh]y liquid
money market instruments denominated in U.S. dollars! We are averse to principal loss and erisure the afety and
preservation of our invested funds by limiting default risk, market risk and reinvestment risk. All our investments in

debt securities are classified as available-for-sale.

We have exposure to changes in interest rates on the JRM Credit Facility, the BWXT Credit Facility and the B&W
Facility (see Item 7 — “Management s Discussion and Analysis of Financial Condition and Results of Operations --
Liquidity and Capital Resources™). At December 31, 2006, we had no outstanding borrowings under the JRM Credll
Facility and the BWXT Credit Facility, and we had $250 million outstandmg under the B&W Facility. We have no
material future earnings or cash flow exposures from changes in interest rates on our other long-term debt obhgatlons
as substantially all of these obhgatlons have fixed interest rates. *

We have operanons in many forelgn locations, and, as a result, our financial results'could be significantly affected
by factors such as changes in forelgn currency exchange rates or weak economic conditions in those, féreign markets.
In order to manage the risks associated with foreign currency exchange rate ﬂuctuanons we attempt to hedge those
risks with foreign currency derivative instruments. H:stoncally, we have hedged those risks with forelgn currency
forward contracts, We have recently hedged some of those rlsks with foreign currency option contracts. We do not
enter into speculative derivative positions.

. lnterest Rate Sensitivity *

The following tables provide information about our financial instruments that are sensitive to changes in interest
rates. The tables present principal cash flows and related weighted-average interest rates by expected maturity dates.

' Principal Amount by Expected Maturity
(In thousands):

At December 31, 2006: . ' ' ‘ Fair Value
. Years Ending December 31, ’ at December 31,
) . 2007 T 2008 2009 2010 2011 Thereafter  Total - 2006
[nvestments $276,385 § 8286 % -3 1,233 % - $ 7,651 8293,555 $294,085
Average Interest Rate "4.86%  4.75% - 2.58% - 5.52%
Long-term Debt- : - '
" Fixed Rate $ 4250 $ 4250% 4250 % -$ - % 225 $12975 $ 13,168
‘Average Interest Rate  6.80%  6.80% 6.80 % - - 100%
At December 31, 2005: o S - ' Fair Value
. Years Ending December 31, - . 7 at December 31,
2006 2007 2008 2009 2010 Thereafter Total 2008
Investments $462,473 $36946 % 1,883 % -3 -5 - $501,302 $500,506

Average Interest Rate  4.07%  3.98% 3.78% - - -
Long-term Debt- - ) ‘

Fixed Rate $ 4250 3 4250 % 4250 % 42508 - $200,225 $217,225  $252,551
Average Interest Rate  6.80% 6.80% 6.80% 6.80% - 10.99% .
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Exchange Rate Sensitivity

1

The following table provides information about our foreign currency forward contracts outstanding at

December 31, 2006 and presents such information in U.S. dollar equivalents. The table presents notional amounts and
related weighted-average exchange rates by éxpected (contractual) maturity dates and constitutes a forward-looking
statement. These notional amounts generally are used to calculate the contractual payments to be exchanged under the

contract. .
Forward Contracts to Purchase Foreign Currencies in U.S. Dollars (in thousands):
Year Ending ‘ Fair Value Af';’rage Contractual
Foreign Currency- December 31, 2007 at December 31, 2006 Exchange Rate’
, Euro $118,427 $ 2,929 : 1.2955
- Pound Sterling . $ 10,024 - . ¥ o104 y ;- 1.9068 .
Pound Sterling (for Euro) § 3,841 42 : , . 0.6807,
_Canadian Dollars $ 21,694 . $0,239). Lo, 1.0907
Danish Krone $ 3,892 . $ . . ' 56110
Swedish Krona $ 5,458 $ 185 7.0383
] Year Ending ' Fair V(d‘iué Average Contraciual
Foreign Curre_iuy * December 31, 2008 at December 31,2006 Exchange Rate
Euro f $ 26,696 . . % 230 ,1.3290
Pound Sterling (for Euro)  § 3932 . $ (1) + o, 06829
Canadian Dollars $ 4,448 . 5259 . 1.0741
Canadian Dollars (for : : o
Pound Sterling) . 5. 4341 $ (315). S 2.0621
Swedish Krona .8 4505 $ 160 -, - 69763
I ) L Year Ending o ‘Fair Value Average Conn"‘acr‘m-l!
Foreign Currency ’ December 31, 2009 * at December 31, 2006 E.rchangé Rate
Pound Sterling (for Euro) § 359 ¥ - 0.6918

Cangdian Dollars $ 3454 $ (199 ~ 10660

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA
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Report of Independent Registered Public Accounting Firm - |

To the Board of Directors and Stockholders of McDermott International, Inc.:

0 . . [

We have audited the accompanying consolidated balance:sheet of McDermott International, Inc. and -
subsidiaries-(the “Company™) as of December 31, 2006, and the refated consolidated statements of income,
comprehensive income, stockholders' equity (deficit), and cash flows for the year then ended.- Our audit also
included the 2006 financial statement schedules listed in the Index at Item 15(2). These financial statements and
financial statement schedules are the responsibility of the Company's management. Our responsibility is to express -
&n opinion on the financial statemients and financial statement schedules based on our audit. The consolidated
financial statements and financial statement schedules of the Company for the years ended December 31, 2005 and
2004, before.the effects of the retrospective adjustments for the discontinued operations discussed in Note 2 and the
three-for-two common stock split discussed in Note 8§ to the consolidated financial statements, were audited-by other
auditors whose report, dated February 28, 2006, expressed an unqualified opinion on those statements and
schedules.

. . + .

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board -
(United States). Those staridards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basts,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audii provides a reasonable basis for our opinion.

* In our opinion, such 2006 consolidated financial statements present fairly, in all material respects, the financial
position of the Company as of December 31, 2006, and the results of its operations and its cash flows for the year
then ended in conformity with accounting principles generally accepted in the United Siates of America. Also in our
opinion, such 2006 financial statement schedules, when considered in relation to the basic consolidated ﬁnanc1a1
statements as a whole, present fairly, in all material respects, the financial information set forth therein.

As discussed in Notes 1 and 20 to the consolidated financial statements, on February 22, 2000, The Babcock &
Wilcox Company (“B&W™), a wholty owned subsidiary of the Company, filed a voluntary petition with the U.S.
Bankruptcy Court to reorganize under Chapter 11 of the U.S. Bankruptcy Codes On January 17, 2006 the United
States District Court for the Eastern District of Louisiana issued an order confirming B&W’s Chapter 11 Joint Plan
of Reorganization and associated settlement agreement and on February 22, 2006 B&W emerged from Chapter 11.
B&W and its subsidiaries’ results of operations have been included in the consolidated financial statements of the

- Company effective February 22, 2006. As further discussed in Note 1 and 20, due to the Chapter 11 proceedings,
B&W and its subsidiaries’ results of operations were not included in the consohdated financial statements of the
Company. from February 22, 2000 through February 22, 2006.

We have also audited the retrospective adjustments to the 2005 and 2004 consolidated financial statements for
the operations discontinued in 2006 discussed in Note 2 and the three-for-two common stock split in 2006 discussed
in Note 8 to the consolidated financial statements. Our procedures included (1) obtaining the Company’s underlying
accounting analysis from management of the retrospective adjustments for discontinued operations and comparing
the retrospectively adjusted amounts per the 2005 and 2004 financial statements to such analysis, (2) comparmg
previously reported amounts to the previously issued financial statements for such years, (3} testing the
mathematical accuracy of the accounting analysis, (4) on a test basis, comparing the adjustments to retrospectively -
adjust the financial statements for discontinued operations to independent supporting documentation, (3) comparing
the amounts shown in the earnings per share disclosures for 2005 and 2004 to the Company’s underlying accounting
analysis obtained from management, (6) comparing the previously reported shares outstanding and income
statement amounts per the Company's accounting analysis to the previously issued financial statements, and (7)
recalculating the additional shares to give effect to the stock split and testing the mathematical accuracy of the

underlying analysis. In our opinion, such retrospective adjustments are appropriate and have been properly applied. |

However, we were not engaged to audit, review or apply any procedures to the 2005 and 2004 consolidated financial
statements and financial statement schedules of the Company other than with respect to the retrospective
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adjustments and, accordingly, we do not express an opinion or any other form of assurance on the 2005 and 2004
consolidated financial statements and financial statement schedules taken as a whole.

As discussed in Note 1 to the consolidated financial statements, the Company adopted Statement of Financial
Accounting Standard (“SFAS™) No. 123(R), “Share-Based Payment” as of January 1, 2006 and SFAS No. 158,
“Employee Accounting for Defined Benefit Pension and Other Postretirement Plans” as of December 31, 2006.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board .
(United States), the effectiveness of the Company's internal control over financial reporting as of December 31, - .
2006, based on the criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated March'1, 2007 expressed an
unqualified opinion on'management's assessment of the effectiveness of the Company's internal control over
financial reporting and an unqualified opinion on the effectiveness of the Company’s internal control over financial
reporting: ‘ : -

DELOITTE & TOUCHE LLP
Houston, Texas ' '
March 1, 2007
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Report of Independent Registered Public Accounting Firm

3 P

To the Board of Directors and Shareholders of McDermott International, Inc.:

In our opinion, the consolidated balance sheet as of December 31, 2005 and the related consolidated statements
of income, comprehensive income, shareholders’ deficit and cash flows for each of two years in the period ended
December 31, 2005, before the effects of the adjustments to retrospectively reflect the discontinued operations
described in Note 2 and the adjustments to retrospectively reflect the three-for-two stock split described in Note 8,
present fairly, in all material respects, the financial position of McDermott International, Inc. and its subsidiaries
(the "Company") at December 31, 2005, and the results of their operations and their cash flows for each of the two
years in the period ended December 31, 2005 in conformity with accounting principles generally accepted in the
United States of America (the 2005 and 2004 consolidated financial statements before the effects of the adjustments
discussed in Notes 2 and 8 are not presented herein). In addition, in our opinion, the financial statement schedules
for each of the two years in the period ended December 31, 2005 presents fairly, in all material respects, the
information set forth therein when read in conjunction with the related consolidated financial statements referred to
above. These financial statements and financial statement schedules are the responsibility of the Company's,
management. Our responsibility is to express an opinion on these financial statements and financial statement
schedules based on our audits. We conducted our audits, before the effects of the adjustments described above, of
these statements in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statemnents are free of material misstatement. An‘audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement presentation. We believe
that our audits provide a reasonabie basis for our opinion.

We were not engaged to audit, review, or apply any procedures to the adjustments to retrospectively reflect the.
discontinued operations described in Note 2 or the adjustments to retrospectively reflect the three-for-two stock split
described in Note 8 and accordingly, we do not express an opinion or any other form of assurance about whether
such adjustments are appropriate and have been properly applied. Those adjustments were audited by other
auditors. . - .

. ‘ * L}

As dlscussed in Notes 1, 20 and 22 to the consolidated financial statements included in the 2005 Form 10- K
(not separately presented herein), on February 22, 2000, The Babcock & Wilcox Company (“B&W™), a wholly
owned subsidiary of the Company, filed a voluntary petition with the U.S. Bankruptcy Court to reorganize under
Chapter 11 of the U.S. Bankruptcy Code. On January 17, 2006 the United States District Court.for the Eastern”
District of Louisiana issued an order confirming B&W’s Chapter 11 Joint Plan of Reorganization and associated
settlement agreement and on February 22, 2006, B&W’s Plan and assocmted settlement agreement became effective
and B&W emerged from Chapter 11.

I

PricewaterhouseCoopers LLP
+ Houston, Texas
February 28, 2006
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McDERMOTT INTERNATIONAL, INC.
CONSOLIDATED BALANCE SHEETS

. ASSETS
. ) December 31,
‘ C 2006 : 2005
. . " (In thousands)

Current Assets: - : .
Cash and cash equivalents £ 600,843 $ 19,263
Restricted cash and cash equwalents {Note 21) © 106,674 ¢ ' 152,086
[nvestments (Note 14) 172,171+ /384,202
Accounts receivable - trade, net 668,3 1‘0 232,236
Accounts receivable from The Babcock & Wilcox Company’ (Note 2{)) ' - 3,778
Accounts and notés receivable - unconsolldated affiliates k 29,825 52,867
Accounts receivable - other L 57,548 32,982
Contracts in progress ’ '\ 230,146 73,732
Inventories (Note 1) ' " 77,765 319
Deferred income taxés ' ' 180,234 32,131
Assets held for sale (Note 2) bo- " 10,886
Other current assets ©-16,958 8,147

Total Current Assets 2,140,478 1 ,002,62§

Restricted Cash and Cash Equivalents L - 2,886

Property, Plant and Equipment .

Land ~ 714,883 11,649
Buildings , 217,832 118,288
Machinery and equiptnent 1,197,053 918,927
Property under construction : o 95,419 48,563
) 1,525,187, 1,097,427
Less accumnulated depreciation . 1,011,693 779.694
Net Property, Plant and Eciuijament : 513,494 3 17,733

. 4 - \

Investments (Note 14) 121,914 116,304

Goodwill 89,226 12,926

Deferred Income Taxes 260,341 93,880

Long-Term Income Tax Receivable 299,786 12,689+

Other Assets 168,948 109,239
TOTAL $ 3,594,187 $ 1,668,286

See accompanying notes to consolidated financial statements.

52




i

LIABIILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)

See accompanying notes to consolidated financial statements.
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December 31,
2006 2005
. . . . (In thousands)
Current Liabilities: . :
Notes payable and current maturities of long-term debt : $ 257,492 5 . 4,250
Accounts payable - . 407,094 110,970
Accounts payable to The Babcock & Wilcox Company (Note 20) 11,429
Accrued employee benefits _ ) y 246, 182 81,196
Accrued liabilities - other - _— . 290,927 132,932
Accrued contract cost 110,992 56,566
Advance biilings on contracts . L116,118 T 314,467
Liabilities held for sale (Note 2) X - - 7,182
U.S. and foreign income taxes payable - o 50,776 49,696
Total Current Liabilities 2,479,581 768,688
Long-Term Debt : ' : 15242 207,861
Accumulated Postretirement Benefit Obligation . 100,316 - 25,519
Self-Insurance o - 84,704 60,989
_ Pension Liability . . . . . . 372,504 311,319
Accrued Cost of The Babcock & Wilcox Company Bankruptcy Settlement * /'~ - - 117,990
. . . t T
Deferred Babc_ock & Wilcox Company Penéiqn Plan Spin-Off ‘ . 150,136
Other Liabilities ' . 153,460 109,082
Commilments and Contingencies (Note 10)
Stockholders’ Equ1ty (Deﬂc1t) ‘
Common stock, par value $1.00 per share, authorized : ’
150,000,000 shares; issued 113,897,309 and 110,786,883 ) :
at December 31, 2006 and 2005, respectively . 113,897 110,787
Capital in excess of par value Lo 1,214.282 1,146,194
Accumulated deficit ' (513,607) {862,931)
Treasury stock at cost, 3,012,709 and 3,082,644 o R ot
at December 31, 2006 and 2005, respectively . {60,581) ~ (56,496)
Accumulated other comprehensive loss (365,611) {420,852)
Total Stockholders' Equity (Deficit) r . - 388,380 (83,298)
TOTAL ' $ 3594187 8 1.668.286




McDERMOTT INTERNATIONAL, IINC..
CONSOLIDATED STATEMENTS OF INCOME

Year Ended lilecember 31,

2006

- 2008

2004

{In thousands, except per share amounts)

Revenues $4.120,141 $1,839,740 $1,912.910
Costs and Expenses: ) ‘

Cost of operations : 3,366,921 1,443,817 1,663,706

Gains on settlements and curtailments of pension plans - (1,390) (32,309)

{Gains) losses on asset disposals and impairnmients — net 115,042 (6,554) . (32,204)

Selling, general and administrative expenses 388,524 220,380 201,169

! ' 3,770,487 1,656,253 -1,800,362
Equity in Income from Investees 37,428 40,523 35,617 *
Operating Income 387,082 224,010 148,165 -
Other Income (Expense):

Interest income’ 53,562 21,046 5,559

Interest expense (30,348) (31,820) (36,066)

IRS interest expense adjustment 5,719 - -

Estimated loss on The Babcock & Wilcox Company - . ,
bankruptcy settlement . ' ’ - {5,887 (11,187)

Losses on early retirements of debt (53,708) .- -

Other income (exXpense).— net (13,750) (649) (1,631)

(38,525) (17,3100 - (43,329
Income from Continuing Operations . : ,
before Provision for Incoine Taxes 348,557 206,700 104,840
Provision for Income Taxes "19,152 8,827 39,997
Income from Contimiing Operations 329,405 197,873 64,843
_Income (Loss) from Discontinued Operations 12,894 104 (3.204)
Net Income ' _$ 342299 $ 197977 $ 61639
Earnings per Common Share: §

Basic: - . ) ‘
Income from Continuing Operations 5 3.02 b 1.93 5 0.66
Income (Loss) from Discontinued Operations $ 0.12 b - $ (003
Net Income . : ' $§ -314 3 193 . § 0.63

Diluted: P
Income from Continuing Operations 5 2.90 b 1.81 b 0.63
Income (Loss) from Discontinued Operations 3 0.11 5 - $  (0.03)
Net Income - ; $ 301 8 181 § (.60

.

See accompanying notes to consolidated financial statements..




. McDERMOTT INTERNATIONAL,INC.
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

Year Ended December 31,

.

See accompanying notes to consolidated financial statements.
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. 2006 2005 2004 7
" (In thousands) ’
Net Income $ 342,299 $ 197,977 $ 61,639
Other Comprehensive Income (Loss):
Currency translation adjustments: o
Foreign currency translation adjustments 10,607 (2,233) C268
Reclassification adjustment for impairment of : : -
~ investment 16,438 | _ -
Reconsolidation of The Babcock & Wilcox Company " 15,833 ' - -
Unrealized gains (losses) on denvanve financial oo
instruments: '
Unrealized gains (losses) on derivative financial - . .
instruments ' , 10,600 (6,889) 4,820
Reclassification adjustment for'(gains) losses R . ' '
included in net income ‘ * (30) _ 3,491 (3,042)
N Reconsolidation of The Babcock & Wilcox Company (269) - -
" Minimum pension liability adjustment: o :
Minimum pensnon liability adjustment 98,371 (86,953) " 22,248
Reconsolidation of The Babcock & WllCOX Company 15,578 - : -
Unrealized gains (losses) on investments: ‘ o
Unrealized gains (losses) arising during the period 1,326 (747) (24)
" Reclassification adjustment for net (gams) losses . . T
included in net income )] 5 (D !
Other Comprehensive Income (Loss) 168,447 '(93,326) 24,269 ,
Comprehensive Income $ 510,746 $ 104,651 $ 85,908 -



McDERMOTT'INTERNATIONAL, INC. .
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (DEFICIT)

Common Stock

Shares

Par Value

Capital
in Excess
of Par Value

Accumulated

Other Total
Accumulated Comprehensive Treasury . Stockholders’
Deficit Laoss Stock Equity (Deficit)

{In thousands, except For share amounts)

Balance December 31, 2003 102,194,085 $102,194 § 1,071,763 § (1,122,547) § (351,795) § (62,792} § (363,177)
Net income - - - 61,639 - - 61,639
Minimum perision liability net of tax - - - T - 22248 - 22,248
Unrealized gain on investments - - - - (25) - (25)
Translation adjustments - - - - 268 - 268
Unrealized gain on derivatives - - . - - 1,778 - 1,778
Exercise of stock options 478,556 479 2,321 CLe - - 2,800
Vesting of deferred stock units 646 - - - - - -
Restricted stock issuances — net 781,683 782 1,442 - - (2,755) (531)
Contributions to thrift plan . 936,242 936 5,715 - ‘- - 6,651
Issuance of treasury shares (50,123) (50) (686) - - T922 186
Stock-based compensation charges - - 6,720 - - - 6,720
Balance December 31, 2004 104,341,089 104,341 1,087,275 (1,060,908) . (327,526) (64,625) (261,443)
Net income ' - - - 1979777 - - 197,977
Minimum pension liability net of tax - - - Lo {86,953) - (86,953)
Unrealized gain on investments -, - - - ' - (7142) . (742)
Translation adjustments - - - - (2,233) - (2,233)
Unrealized loss on derivatives - - - - (3,398) - "(3,398)
Exercise of stock options 5,715,798 5,716 55,230 . - - - 60,946
Vesting of deferred stock units 7,500 7. 2 . - - - 5
Restricted stock issuances — net 767,979 768 (170) - - - 598
Contributions to thrift plan 365,772 366 5,397 - - - 5,763
Issuance of treasury shares (411,255) (411) (5,447) - - 8,129 2,271
Stock-based compensation charges ~ -~ - - 3911 - - - - 3911
Balance December 31,2005 -~ 110,786,883 110,787 1,146,194 (862,931)  "(420,852) ~ (56,496) (83,298)
Net income . - - - 342,299 - - 342299
Cumulative adjustmeént for conversion : ‘ .

to equity method (Note 3) ' - - - 7,025 - - 7,025
Minimutn pension liability net of tax ) - - - - 113,949 - 113,949
Unrealized gain on investments - - - - 1,319 .. 1,319
Translation adjustments - - - - 42 878 - 42,878
Unrealized gain on derivatives - - : - - 10,301 - 10,301
Exercise of stock options 2,683,588 2,683 16,410 - - 2,410 21,503
Restricted stock issuances — net 17,265 17 ' (2) - - (38) (23)
Contributions to thrift plan 236,930 237 8,930 - - - 9,167
Issuance of treasury shares 126,960 127 2,885 - - (5,596) (2,584)
Stock-based compensation charges . - - 39,161 - - - 39.161
Reclassification of forfeited shares 45,683 46 815 | - - (861) -
Cash in lieu of fractional shares _

resulting from stock split (Note 8) . - iy - - - (111
Adoption of SFAS No. 158 (Note 6) - - - - (113,206} - {113.206)
Balance December 31, 2006 113,897,309 $113897 § 1214282 $ (513.607) $ (365.611) $ (60,581) $ 388,380

See accompanying notes to consolidated financial statements.
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M¢cPERMOTT INTERNATIONAL, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended Decenmber 31,
2006 2005 2004
(Ii thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:

Net Income ' S 342299 $ 197977 § 61,639
Depreciation and amortization . 61,000 44 266 40,293
(Income) loss of investees, less dividends . 1,644 4,714) 7,138
(Gains) losses on asset disposals and impairments ~ net _ 15,042 (6,554) (32,204)
Gain on sale of business | _ (13,786) - -
Premium on early retirement of debt ' 37438 - -
Provision for {benefit from) deferred taxes : : ) ’ 179,467 (47,557) ' (24,4006)
Estimated loss on The Babcock & Wilcox bankruptey settlement ' ' - 5,887 11,187
Excess tax benef‘ ts from FAS 123(R) stock-based compensation ! : (20,113) - -
Other : 24,956 . 13,435 11,495

Changes in assets and liabilities, net of effects from acquisitions
_'and divestitures: ‘
© Accounts receivable - . . ‘ (49.858) 2,568 (88.470)

Income taxes receivable, ‘ , (284,494) i - 13
Accounts payable ’ T . 65,157 (46,664) * (19,400)
Net contracts in progress and advance billings ' 330,996 96,010 " 38,185
Income taxes ] 123385 "(14,570) 35,729
Accrued and other current liabilities: o+ 05862 - (52,935) .7 17,343
Pension liability and accrued postretirement and employee benefits . (119,114y. L 46,803 26,353
Payment for B&W Settlement . . (605,000} ‘ R ' -
Other, net - o . - 43,221 . 20,995 {19,589)
NET CASH PROVIDI DBY Ol’I:RATING ACT]V!TIES . ) 228,142 - 254,947 63,306
CASH FLOWS FROM INVESTING ACTIVITIES: . .
Decrease in restricted cash and cash equivalents 48,298 22,981 2,527
Purchases of property, plant-and equipment : (132,704) - (67,595) | (35,644)
Purchases of available-for-sale securities (1,518,756) (11,487,782} (139,219)
Maturities of available-for-sale securities : ‘ .o 1,502,136 10,987,746 134,628
Sales of available-for-sale securities : ) ' 228,702 42,766 6,069
Proceeds from asset disposals - T ’ o 21,712 17,223 89,184
-Cash acquired from the reconsolidation of The Babeock & Wilcox Company 164,200 - ’ - : -
Other {3,193} (6,095) (DO
NET CASH PROVIDED BY (USED IN) INVESTING ACTIVITIES 310,395 (490,756) 57,544
CASH FLOWS FROM FINANCING ACTIVITIES: : ‘
Issuance of long-term debt 250,000 - -
Payment of long-term debt = ' ’ ! ’ (238,615) ¢ (66,984) -
Payment of debt issuance costs ‘ ' o170y . - (949) (3,768)
Decrease in short-term borrowing . - {36,750)
Issuance of common stock 19,647 ., 60,951 2,300
Excess tax benefits from FAS 123(R) stock-based compensation . 20,113 - -
Other 2718 2,779 (629)
NET CASH PROVIDED BY (USED IN) FINANCING ACTIVITIES 43,693 (4,203) (38,347)
EFFECTS OF EXCHANGE RATE CHANGES ON CASH . (650} - {44) 26
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 581,580 (240,056) 84.529
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 19,263 259319 174,790
CASH AND CASH FQUIVALFNTS AT END QF PFRIOD $ 600,843 3 19263 § 259319

SUPPLEMENTAL DISCLOSURFS OF CASH FLOW lNFORMATlON
Cash paid during the period for: . ) ., . .
Interest (net of amount capitalized) : ' "% 28588 $ 37720 5§ 36317
lncomc taxcs (ngt of refunds) (1) ' - ", $ 63,357 $ 44960 § 70699

“ (I} Income tax pavments are gross amounts and do rot include reimbursements received from The Babcock & Wilcox Campany of §3.7
million and $21.5 milfion for the years ended December 31, 2005 and 2004, respectively. .
See accompanying notes to consolidated financial statements.

57




X McDERMOTT INTERNATIONAL, INC,
NOTES!TO CONS'OLID_ATED FINANCIAL STATEMENTS

ot DECEMBER 31, 2006
NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation

We have presented our consolidated financial statements in U.S. Dollars in accordance with accounting principles
generally accepted in the United States (“GAAP™). These consolidated financial statements include the accounts of
McDermott International, Inc. and it§ subsidiaries and controlled joint ventures consistent with Financial Accounting
Standards Board (*FASB”) Interpretation No. 46(R), “Consolidation of Variable Interest Entities (revised December
2003.” We use the equity tethod to account for investments in joint ventures and other entities we do not control, but
over which we have significant influence. We have eliminated all significant intercompany transactions and accounts.
‘We present the notes to our consolidated financial statements on the basis of continuing operations, unless otherwise
stated. - : :

" McDermott International, Inc. (“MI1”), incorporated under the laws of the Republic of Panama in 1959, is an
engineering and construction company with specialty manufacturing and service capabilities and is the parent company
of the McDermott’ group of companies, which includes:

s i.Ray McDermott, S.A., a Panamanian subsidiary of MII (“JRMSA”), and its consolidated subsidiaries;
McDermott Holdings, Inc., a Delaware subsidiary of MII (“MHI™), and its consolidated subsidiaries;
McDermott Incorporated, a Delaware subsidiary of MHI (“MI™), and its consolidated subsidiaries;

Babcock & Wilcox Companies, a Delaware subsidiary of M1 (“B&WC”); -

BWX Technologies, Inc., a Delaware subsidiary of B& WC (“BWXT"), and its consolidated subsidiaries; and
The Babcock & Wilcox Company, a'Delaware subsidiary of B&WC (“B&W”), and its consolidated
subsrd:arles . .

JRMSA and its subsidiaries and JRMH and its sub31d1anes are hereafter collectwely referred to as JRM!

On February 22, 2006, B&W. and three of i its subsidiaries exited from the Chapter 11 Bankruptcy proceedings.
Due to the Chapter 11 proceedings, we did not consolidate B&W’s and its subsidiaries’ results of operations in our
consolidated financial statements from February 22, 2000 through February 22, 2006. See Note 20 for information on -
B&W and its subsidiaries.

Use of Estimates

We use estimates and assumptions to prepare our financial statements in conformity with GAAP. These estimates -
and assumptions affect the amounts we report in our financial statements and accompanying notes. Our actual resuits
could differ from those estimates. Variances could result in a material effect on our results of operations and financial - -
position in future periods. :

Earnings Per Share
We have computed earnings per common share onthe ba51s of the welghted average number of common shares,
and, where dilutive, common share eqmvalents outstandlng durmg the indicated periods.

i

_In vestinents . ' ' . ' -

Our irivestments, primarily governient obligations and other highly liquid money market instruments, are
classified as available-for-sale and are carried at fair value, with the unrealized gains and losses, net of tax, reported as a
component of accumulated other comprehensive loss. We classify investments available for current operations in the
balance sheet as current assets, while we classify investments held for long-term purposes as noncurrént assets. We
adjust the amortized cost of debt securities for amortization of premiums and accretion of discounts to matumy That
amortization is included in interest income. We include reallzed gains and Josses on our investments in other income
(expense). The cost of securities sold is based on the spemﬁc ldemlﬁcauon method. We 1nc|ude interest on securities
in interest income. .
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Foreign Currency Translation

‘We translate assets and liabilities of our foreign operations, other than operations in highly inflationary economies,
into U.S. Dollars at current exchange rates, and we translate income statement items at average exchange rates for the
periods presented We record adjustments resulting from the translation of foreign currency financial statements asa
component of accumulated other comprehensrve loss. We report foretgn clirrency transaction’ gaing and losses in
income. We have included in other income {expense) transaction gains (losses) of ($6.3) millicn, $2.1'million and
(33 8) m:llron for the years ended December 31, 2006, 2005 and 2004 respectlve]y

.
B . .
ti .~ . - R A ¢

Contracrs and Revenue Recogmtwn

Loty "ot

We generally recognize contract revenues and related costs on a percentage-of-completion method for individual

contracts or combinations of contracts based on work performed, man hours, or a cost-to-cost method, as appllcable to ‘

the product or activity involved. Some of our contracts contain a risk- and reward element, whereby a portion of totat
compensation is tied to the overall performance of several companies workmg under alliance arrangements. We
include revenues and related costs so recorded, plus accumulated contract costs that exceed amounts invoiced to
customers under the terms of the.contracts, in contracts in progress. We include in advance billings on contracts
. billings that exceed accumulated contract costs and revenues and costs recoghized under the percentage-of- comp]etlon
method. Most long-term contracts contain provisions for progress payments. We expect to invoice customers for all
unbilled revenues. We review contract price and cost estimates periodically as the work progresses and reflect
adjustments proportionate to'the percentage-of-completion in income in the petiod whet those estimates are revised.
For all contracts, if a current estimate of total contract cost indicates a loss on a contract, the pro_|ected lossis
' recogmzed in full when determmed _ Lo
. . . . . S
For contracts as to which we are unable to estimate the final profitability.except to assure that no loss will,
ultimately be incurred, we recognize equal amounts of revenue and cost until the final results can be estimated more
_precisely. For these deferred profit recognition contracts, we recognize revenue and cost equally and only recognize-
gross margin when probable and reasonably estimable, which we generally determined to be when the contract is
approximately 70% complete. We treat long-term construction contracts that contain such a level of risk and
uncertainty that estimation of the final outcome is impractical'except to assure that no: Toss will be mcurred as deferred i
profit-recognition contracts. R A . : S o
Our policy is to-account for fixed-price contracts under the compl'eted-contract'method if we believe we are unable
to reasonably: forecast cost to complete at start-up. Under.the completed-contract method, income is recognized only’ *
when a contract is completed or substant1al[y complete.
Variations from estimated contract perfonnance'could result in material adjustments to operating results for any
fiscal quarter or year. We include claims for extra work or changes in scope of work to the extent of costs incurred in
contract revenues when we believe collection is probable.

. R Decemb_er.‘il, Lok
2006 ’ 2005

i (In’ thousands)
Included in Contracts in Progress:

Costs incurred less costs of revenue recognized e $ 113906 . § . ,73,533

Revenues recognized less billings to customers v 116,240 e 199
Contracts in Progress $ 230146 $§ 73732
Included in Advance Blllmgs on Contracts: o
Billings to customers less revenues' recognized . $ 2,508,539 $' 1,024:109 1 °
" Costs incurred less costs of revenue recognized .~ ‘ ( 1,392,421) {(709,642) .
Advance Billings on Contracts - - S T8 L116,118 T T 8 '314,467

X L ; 7 - N i R
. N

2 ! T . [ : - . b . PR - LIS
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The following amounts represent retainages on contracts:

December 31,
2006 2005
) " {In thousands}
Rletaiﬁ‘ages expected to be collected in 2007 o . 8 '. 76,067 s 91,795
Retamages expected to be collected after one year . ] _ ) 67.617 14,624
Total Retainages . ) $ 143,684 $ 106419

°° We have included in accounts recéivable — trade retainages expected to be_collected in 2007. Retainageé expected
to be collected afier one year are included in other assets. Of the long-term retainages at December 31, 2006, we ;
anticipate collectmg $42.3 million in 2008, $17.3 million in 2009 $7 4 million in 2010 and $0.6 million in 2011.

P

Comprehen_swe Losq
' 3

o

The edmppnents of accumulated other comprehensive loss included in stockholders’ equity (deficit) are as fq!lows':

H
'

o Decen:b‘er'?vl,
2006 2005
(In thousands)
Currency Translation Adjustments " v : $ 11,404 $ (31,474
Net Unrealized Gain (Loss) on Investments . . ' : 530 - . (789) ,
Net Unrealized Gain (Loss) on Derivative Financial Instruments o 9444 . (85T) !
Unrecognized Losses on Benefit Obligations {386,989) vt '
Minimum Pension Liability ' - (387,732)
Accumulated Other Com_prehenswe Loss - . -~ K $ (365,611) - $ (420,852) -
Warmmy Expense

We accrue estimated expense to satisfy contractual warranty requirements, primarily of our Government
Operations and Power Generation Systems segments, when we recognize the associated revenue on the related
contracts. We include warranty costs associated with our Offshore Oil'and Gas Construction segment as a component
of our total contract cost estimate to satisfy contractual requirements. In addition, we make specific provisions where
we expect the actual warranty costs to-significantly exceed the accrued estimates. Such provisions could have a
material effect on our consolidated financial position results of opérations and cash ﬂows. o R

The following summarizes the changes in the carrymg amount of accrued warranty

4
. Y S

. Year Ended December 31,

’ - 2006 005 2004
(In thousands) '
Balance at beginning of period $ 8,575 $ 9520 & 7387
Reconsolidation of B&W Co 48,329 - -
Additions and adjustments 32,981 . 4,271 2,800
Charges - .o - (10,808) (5,216) > (673)
- Balance at end of nenod $ 9077 3 8375 3 9530

-

* Asset Rétirement Obligations and Environmental Clean-up Costs
’ i

We accrue for future decommissioning of cur nuclear facilities that will perrmt the release of these facilities to
unrestricted use at the end of each facility's life, which is a requirement of our licenses from the Nuclear Regulatory
Commission, Effective January 1, 2003, we adopted Statement of Financial Accounting | Standards (“SFAS”) No. 143,
“Accounting for Asset Retlrement Obligations” (“SFAS No. 143™), requiring us to record the fair value of a liability for
an asset retirement obligation in the period in which it is incurred. When we initially record such a liability, we
capitalize a cost by increasing the carrying amount of the related long-lived asset. Over time, the liability is accreted to
its present value each period, and the capitalized cost is depreciated over the useful life of the related asset. Upon
settlement of a liability, we will settle the obligation for its recorded amount or incur a gain or loss. SFAS No. 143
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applies to environmental liabilities associated with-assets that we currently operate and are obligated to remove from
service. For environmental liabilities associated with assets that we no longer operate, we have accrued amounts based
on the estimated costs of clean-up activities, net of any cost-sharing arrangements. We adjust the estimated costs as
further information develops or circumstances change. An exception to this accounting treatment relates to the work
we perfonn for one facnllty for whlch the U.S. Govemmem is obhgated to pay all the decommnss;omng costs.

f B i
k] v

Substantially all our asset retirement obligations relate to lhe remedlation of our nuclear analyueal Iaboralory in
our Government Operations segment. The following table reflects our asset retirement obhg,atlons

-

. Year Ended Deccmber 31,
2006 2005 2004
(In thousands)

- Balance at beginning of penod“ : ' - $ 7,556 $ '6.800 ~'$ 6,120 f(

Accretion N Co © 1839 756 - 680

Balance at end of peniod S 8395 5 7556 $-6300
Research and Development

Research and development activities are related to development and improvement of new and existing products
and equipment and conceptual and engineering evaluation for translation into practical applications. We charge to
operations the costs of research and development not performed on specific contracts as we incur them.- These
expenses totaled approximately $18.7 million, $3.3 million and $4.6 million in the years ended December 31, 2006,
2005 and 2004, respectively: * In addition, our customers paid for expenditures we made on research and development
activities of approximately $26.5 million, $30.8 million and $25 1 mllhon in the years ended December 31,2006, 2005
and 2004, respectively. . :

Inventories: T g '

We carry our inventories (pr1nc1pal]y in B&W:; Wthh was not consolldated at December 31, 2005) at the lower
of cost or market. We determine cost principally on the first-in-first-out basis, except for certain materials
inventories at B&W, for which we use the last-in-first-out method, We determined the cost of approximately 17%
of our total inventories using the LIFO method at December 31, 2006, and the tota! LIFO reserve at December 31,
2006 was approximately '$5.6 million. Inventories are summarized below:

Decemher 31,
. .. - . 2006 ° 2005
L €. . o (In thousands)
Raw Materials and Supplies . $ 56955 ., §_305..
Work in Progress n ‘ 7,453 .14
Finished Goods - 7 - 13361 "~ -
Total Inventories $ 77769 3 319

R : S .

Property, Plant and Equipment
We carry our prnperty, plant and equipment at depreciated cost, reduced by provisions to recognize economic
impairment when we determme impairment has eccurred.

Except for major marine vessels, we depreciate our property, plant and equipment using the straight-line method,
over estimated economic useful lives of eight to 40 years for buildings and two to 28 years for machinery and
equipment. We depreciate major marine vessels using the units-of-production method based on the utlhmt:on of each
vessel. Our'depreciation expense calculated under the {inits-of-productioii method may be less than ‘equal to, or greater
than depreciation expense calculated under the straight-line method in any period. The annual depreciation based on
utilization of each vessel will not be less than the greater of 25% of annual straight-line depreciation or 50% of
cumulative straight-line depreciation. Qur depreciation expense was $60.5 million, $43.1 million and $36.7 million for
the years ended December 31, 2006, 2005 and 2004, respectively. ‘

We expense lhe costs of maintenance, repairs and renewals that do not materially prolong the useful life of an
asset as we incur them, except for drydocking costs. Through December 31, 2006, we accrued estimated drydocking
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costs, including labor, raw materials, equipment and regulatory feés, for our marine fieet over the period of time
between drydockings, which is generally three to five years. We accrued drydocking costs in advance of the
anticipated future drydocking, commonly known as the accrue-in-advance method. Actual drydocking costs were
charged against the liability when incurred, and any differences between actual costs and accrued costs were
recognized over the remaining months of the drydocking cycle. Such differences could have a material effect on our
consolidated financial position, results of operations and cash flows. Pursuant to FSP AUG AIR-1, “Accounting for
Planned Major Maintenance Activities,” issued by the FASB during September 2006, we will change our accounting
policy from the accrue-in-advance method to the deferral method, effective January 1, 2007, as discussed further in
the New Accounting Pronouncements section of this Note 1,

Goodwill

On January 1, 2002, we adopted SFAS No. 142, “Goodwill and Other Intangible Aséets " Under SFAS No. 142,
we no longer amortize goodwill to earnings, but instead we penodlcally test for impairment. 'I“he following
summarizes the changes in the carrymg amount of goodwill:

Year Ended December 31,
2006 2005 2004

(In thousands)

-F o

Balance at beginning of period . $ 12,926 .  $12926 $ 12,926

Reconsolidation of BEW - ‘ ‘ 75,198 . - . -
Translation : : SR * 1,102 s -
Bal at end of pertod ' .5 893736 $.12.926 S 12976

Other Intangible Assets S o ' .-

We amortize our intangible assets having definite useful lives. We have included our other intangible assets,
consisting primarily of rights to use technology, in other assets,.as follows:

) . A
8 . . »_ _ December 31, . ‘ '

2006 - 005 2004
(In thousands)
Amortized intangible assets: ' s '
Gross cost ‘ ' e $ 9,886 $ 959 & 959
Accumulated amortization ' - (5,586) (959) (947)
Net 34300 3 -3 12
Unamortized intangible assets: ' S
Tradernarks “$ 1,305 5. - 3 -
Net ’ _ b 1.305 3 P T

The following summarizes the changes in the carrying amount of other intangible assets:

V. .

Year Ended December 3,
2006 . 2005 . 2004

. ., (Inthousands) |

Balance at beginning of period . 3 - $ 12 $ 207
Reconsolidation of B&W ‘ 6,071 ' - Y-
Armortization expense — technology rights ‘ i 466) - ay ° (195)
Balance atend of perjod b 5605 08 P N V)

.
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Other Non-Current Assets NP _ - i

We have included deferred debt issuance costs in other assets. We.amortize deferred debt issuance cost as
interest expense over the life of the related debt. ‘Following are the changes in the carrying amount of these assets:

., Year Ended December 31,
. . 2006 2005 2004
. ] (In thousands)
Balance at beginning of penod , T § 11,614 $13977  $ 13216
Additions™ : - 10170 - 949 3,768
Reconsolidation of B&W ‘ o 9,873 - -
. Terminations and retireients - T (7,865) - '
Depletion expense — oil and gas investment ' - - (34)
Interest expense — debt issuance costs (3,994) (3,312) “(2,973)
’ 'a,?lwatcndofneriod ' ¥ 19708 > 11s6id % [3977

") For the year ended December 31, 2006, additions are deferred debt issuance costs related to JRM credit facility and
' performance guarantees. For the year ended December 31, 2004, additions are deferred debt issuance costs: JRM

secured notes - 33 5 million; and BWXT credit facility - 30.3 miliion.
[ + N [ Y ot

Capitalization of Interest Cost

We capltallze interest in accordance with SFAS No 34, “Capitalization of Interest Cost.” We incurred total
interest of $33.4 million; $33.7 million and $37.0 million in the years ended December 31, 2006, 2005 and 2004,
respectively, of which we capitalized $3.1 million, $1.9 million and $1.0 million in the years ended December 3t,

2006, 2005 and 2004, respectively. The total incurred interest for the year ended December 31, 2006 excludes the $5.7

million IRS interest expense adjustment. See Note 4 for additional information on the IRS interest expense adjustment.
Reslricted Cash and Cash Equivalents T ‘ : . \

We record current cash as restricted.when we are unable to freely use such c‘ash and cash equivalents for our
general operating purposes. P ) - .

Our cash equivalents are highly liquid investments, with maturities of three months or less when we purchase
them, which we do not hold as part of our investment portfolio. : o

Derivative Financial Instruments
Qur worldwide operations give rise to exposure to market risks from changes in foreign exchange rates. We use
derivative financial instruments to reduce the impact of changes in foreign exchange rates on our operating results. We
use these instrurnents primarily to hedge our exposure associated with revenues or costs on our long-term contracts that
are denominated in currenciés other than our operating entities’ functional currencies. We record these contracts at fair
value on our consolidated balance sheet. Depending on the hedge designation at the inception of the contract, the
related gains and losses on these contracts are either deferred in stockholders’ equity (deficit) (as a component of
accumulated other comprehensive loss) until the hedged item is recognized in earnings or offset against the change in
fair value of the hedged firm commitment through eamings. The ineffective portion of a derivative’s change in fair
value is immediately recognized in eamings. The gain or loss on a derivative financial instrument not designated as a
hedging instrument is also immediately recognized in earnings. Gains and losses on derivative financial instruments
that require immediate recognition are included as a component of other income (expense) net in our consolidated
statements of income. . - 4

Stock-Based Compensation - s

Effective January 1, 2006, we adopted the provisions of the revised SFAS No. 123, “Share-Based Payment”
(“SFAS No. 123(R)™), on a modified prospective application basis. SFAS No. 123(R) eliminates the alternative
permitted under SFAS No. 123, “Accounting for Stock-Based Compensation™ (“SFAS No. 123”), to use Accounting
Principles Board (“APB”) Opinion No. 25’s, “Accounting for Stock Issued to Employees” (“APB No. 25™), intrinsic
value method of accounting, under which issuing stock options to employees generally did not result in recognition

of cornpensation. Under the provisions of SFAS No. 123(R) and using the modified prospective application method,
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_other share-based payment topics, and we applied this guidance in our adoption of SFAS No. 123(R).

we recognize stock-based compensation based on the grant date fair value, net of an estimated forfeiture rate, for ail
share-based awards granted after December 31, 2005 and granted prior to, but not yet vested as of, December 31,
2005 on a straight-line basis over the requisite’service periods of the awards, which is generally equivalent to the
vesting term. Uhder the modified prospective application, the results of prior periods are not restated. :

Prior to January 1, 2006, we accounted for our stock-based compensation plans using the intrinsic value method
under APBNo. 25 and related interpretations. Under APB No. 25, if the'exercise price of the employee stock option
equaled or exceeded the fair value of the underlying stock on the measurement date, no compensation expense was
recognized. If the measurement date was later than the date of grant, compensation expense was recorded to the
measurement date based on the quoted market price of the underlying stock at the end of each reporting period.

Under SFAS No. 123(R), the fair value of equity-classified awards, such as restricted stock and employee stock
options, is determined on the date of grant and is not remeasured. Grant date fair values are determined using either
the closing price of our common stock on the date of grant of an option-pricing model. We use the Black-Scholes
option-pricing model (*Black-Scholes™) for measuring the fair value of stock options granted. The determination of
the fair value of a share-based payment award on the date of grant using an optlon-prlcmg model requires the input
of highly subjective assumptions, such as the- expected life of the award and stock price volatility. For Lability-
classified awards, such as cash-settled performance units; fair valies are determined at grant date and are
remeasured at the end of each reporting period through the date of settlement. '

SFAS No. 123(R) requires compensation expense to be recogmzed net of an estimate for forfeitures, such thal
compensation expense is recorded only for those awards expected to vest. We will review the estimate for
forfeitures on a quarterly basis and record any adJustmenls deemed necessary for each reporting period. If our actual
forfeiture rate is materially different from our estimate, the stock- based compensation expense could be sngmﬁcantly
different from what we have recorded in the current period.

Addltlonally, SFAS No. 123(R) amends SFAS No. 95, “Satement of Cash Flows,” to require reportmg of
excess tax benefits to be reported as a financing cash flow, rather than as a reduction of taxes paid. These excess tax
benefits result from tax deductions in excess of the cumulative compensation expense recognized for options exercised
and other eqmly-clasmﬁed awards. Prior to'the adoption of SFAS No. 123(R), we presented all tax benefits resulting
from the exercise of stock options as operating cash flows in our consolidated statement of cash flows.

4“

On March 29, 2005, the SEC issued Staff Accounting Bulletin (“SAB”) 107 to address certain: issues related to
SFAS No. 123(R). SAB 107 provides guidance on transition methods, valuation methods, incomé tax effects and

On November 10, 2005, the FASB issued FASB Staff Position (“FSP”) No. FAS No. 123(R)-3, “Transition
Election Related to Accounting for Tax Effects of Share-Based Payment Awards” (“FSP 123(R)-3"). FSP 123(R)-3
provides for an’alternative transition'method for establishing thé beginning balance of the additional paid-in capital
pool (“APIC pool”) rélatedto the tax effects of employee share-based compensation, which is available to absorb
tax deficiencies recognized subsequent to'the adoption of SFAS No. ]23(R) We have elected to adopt this
alternative transition method, otherwise known as the “51mp11f' ed methiod,” inestablishing our beginning’ APIC pool
at January 1,2006. g : '

,:‘ 7

See Note 9 for further dlscussmn on stock based compensatlon
Stock options granted to emp]oyees of B&W dunng, the pendency of B&W’s Chapter 1 1 proceedmgs were
accounted for using the fair value method of SFAS No. 123, as B& W émployees were not considered employees of:

MII for purposes of APB No. 25. In addition, for the years ended December 31, 2005 and 2004, our stock-based

. compensation cost included amounts related to stock options that required variable accounting,

New Accaummg Srandards _

In June 2006, the FASB issued FASB Interprelauon No. 48 “Accounting for Uncertamty in Income Taxes™ (“FIN
48™), to clarify the accounting for uncertainty in income taxes recognized in an entity’s financial statements in’ -
accordance with SFAS No. 109, “Accounting for Income Taxes” (“SFAS No. 109”). FIN 48 is effective for fiscal
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years beginning after December 15, 2006. See Note 4 for additional mformanon regardmg the estimated impact of the
adoption of FIN 48, effective January 1, 2007.

In September 2006, the FASB issued FSP AUG AIR-1, “Accounting for Planned Major Maintenance Activities,”
to prohibit the use of the accrue-in-advance method of accounting for planned major maintenance activities in annual
and interim financial reporting periods. This FSP is effective for the first fiscal year beginning after December 15,
2006 and requires retrospective application for all financial statements presented. Through December 21, 2006, we
used the accrue-in-advance method for the drydocking costs for our marine fleet. However, as of January 1, 2007, we
will change our accounting policy from the accrue-in-advance method to the deferral method. We anticipate the
cumulative effect of this change will result in an increase to assets and stockholders’ equity of approximately $40
million and $70 million, respectively, and a decrease to liabilities of approximately $30 million.

In September 2006, the FASB issued SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension and
Other Postretirement Plans” (“SFAS No. 158%), to require employers to recognize the funded status of their deﬁned
benefit plans in their balance sheets in the year in which the changes occur. SFAS No. 158 further requires
employers to measure the funded status of their plans as of year-end. The requirement under SFAS No. 158 to
recognize funded status in the balance sheet is effective for fiscal years ending after December 15, 2006, while the
requirement to measure funded status concurrent with the fiscal year-end is effective for fiscal years ending after
December 15, 2008, See Note 6 for additional information regarding the impact of the adoption of SFAS Ne. 158.

NOTE 2 -DISCONTINUED OPERATIONS

In Apfil 2006, we coimpleted the sale of our Mexican subsidiary, Talleres Navales del Golfo, S.A. de C.V.
(“TNG”), a component of our Offshore Oil and Gas Construction segment. As a result of this sale, we received

proceeds of $19.5 million and recorded a gain of $13.8 million. The gain is mcluded in dlscontmued operations in our
consolidated statements of income, .

In accordance with SFASINo. 144, “Acﬂcotmting_ for the Impainnerft or Disposal of Long-Lived Assets,” the
consolidated statements of income for the years ended December 31, 2005 and 2004 have been restated for -
consmtency to reflect TNG as a discontinued operatién. Condensed financial information for our operations reported

in discontinued operatlons is as follows: e
LR v Year Ended December 31, A
2006 2005 . 2004
(In thousands)
" Revenues , o © $4466  $16,571  $10,109 '
Income (Loss) before Provision for . .
' (Beneﬁt from) Income Taxes 5 (802 $ 686 $(2 374) "

We reported the assets and llabllltles of TNG in our consolidated balance sheets as held for sale  which were
primarily comprised of the following at December 31, 2005 (in thousands):

[

Net Property, Plant and Equipment $ 9476
Other Current A'ssets $ 1,410
Accrued Liabilities — Other $ 7,182

NOTE 3 - EQUITY METHOD [NYESTMENTS

We have included in other assets investments in our worldwide joint ventures and other entities that we account
for using the equity method of $52.6 million and $22.9 million at December 31, 2006 and 2005, respectively. The

undistributed earnings of our equity method investees were $28.5 million and $8.3 million at December 31, 2006
and 2005, respectively. ‘
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Summarized below. is combined balance sheet and income statement information, based on the most recent
financial information, for investments in entities we accounted for using the equity method:

December 31,

2006

2005

" (In thousands)

Current Assets $ 196,809 '$ 63,589

"’ Noncurrent Assets’ 116,640 42,023

Total Assets $ 313449 § 105,612

‘Current Liabilities $120313 § 28,739

. Noncurrent Liabilities 73,065 4,559
" Owners' Equity Y 120,071 72,314
 Total Liabilities and Owners' Equity $ 313,449 § 105,612

it ' C Year Ended December 31,
o ‘ 2006 . 2005 2004
- A . (In thousands) .

Revenues $1,829,688 $1,831,573 $2,069,845

Gross Profit L C % 1383128 117,088 § 103,749

Income before Prqvis;ion for Income Taxes $ 101,743

$ 902812

£ 90,552

Provision for Income Taxes

10,732

4,642 2,367 l-.

Net Income $ 91011 $ 86,070 § 88,185

. Revenues of equity method investees include $1,403.4 million, $1,660.5 million and $1,941.4 million of "
reimbursable costs recorded by limited liability.companies in our Government Operations segment at December 31,
2006, 2005 and 2004, respectively. Our investment in equity method investees was less than our underlying equity
in net assets of those investees based on stated ownership percentages by $0.6 million at December 31, 2006. These
differences were primarily related to the timing of distribution of dividends and various adjustments under generally
accepted accounting principles.

The provision for income taxes is based on the tax laws and rates in the countries in which our investees operate.
There is no expected relationship between the provision for income taxes and income before provision fori mcome
taxes. The taxation regimes vary not only by their nominal rates, but also by the allowability of deductions, credits and
other benefits. For some of our U.S. investees, U.S. income taxes are the responsibility of the respective owners.

Reconcnhanon of net income per combmed income statement information to equ1ty in income from mvestees per
our consolidated statements of income is as follows:

Year Ended December 31,
2006 2005 2004
(In thousands)

Equity income based on stated ownership percentages $ 42,366. § 40,722 $:39,774
Sale of shares in foreign joint venture ' - 3,073 -
<+ - |mpairment of investment : (2,609) - o ‘
All other adjustments due to.amortization of bas;s .
* differences, timing of GAAP adjustments, dividend . -
distributions and other adjustments (2,329) (3,272) (4,157)
Equity in income from investees - $ 37428 $ 40,523 $ 35617




Our transactions with unconsolidated affiliates include the following:

Year Ended December 31, ’
2006 to008 2004 §

“(in thousands)

48407 § 81,311 § 43,396
31,602 -3 -
36020 $ 74,170 3% 36,806
39,072 © $ 35,809 § 42,755

Sales 1o

Purchases from -
Leasing activities (included in sales 1o}
Dividends received

[ R -]

Our property, plant and equipment includes cost of $98.3 million and accumulated deprec:latlon of $52.3 million at
December 31, 2005 of marine equipment that was leased to an unconsolidated affiliate. During the year ended
December 31, 2006, we disposed of our interest in this unconsolidated affiliate. Our accounts receivable — other
includes a note receivable of $7.6 million due from this unconsolidated affiliate at December 31, 2005.

Effective January 1, 2006, we converted the accounting for our investment in Babcock & Wilcox Beijing
Company, Ltd., a Chinese joint venture, from the cost method to the equity method. As a result of this conversion, we
recorded adjustments to retained eamings of $7.0 million and to cumulative translation adjustment of $0.2 million. For
the year ended December 31, 2006, we recognized $8.3 million of equity incpme related to this joint venture.

NOTE 4 - INCOME TAXES ,

We have provided for income taxes based on the tax laws and rates in the countries in which we conduct our
operations. MII is a Panamanian corporation that has earned all of its income outside of Panama. As a result, we
are not subject to income tax in Panama. We operate in the United States taxing jurisdiction and various other
taxing jurisdictions around the world. Each of these jurisdictions has a regime of taxation that varies from the
others. The taxation regimes vary not only with respect to nominal rate, but also with respect to the allowability of
deductions, credits and other benefits. These variances, along with var:ances in our mix of i income from these
jurisdictions, contribute to shifts in our effective tax rate

The reorganization of the MI and JRMH U.S. tax groups into a single consolidated U.S. tax group was

“completed on December 31, 2006. This reorganization provides us with administrative efficiencies, the opportunity L

to increase the flexibility of our financial structure and returns us to a more tax-efficient legal structure. Although :

we will continue to file a separate U.S. tax return for each U.S. tax group for the year ended December 31, 2006, the

current earnings reflect both a current and deferred tax benefit for the JRMH U.S. tax group, as a result of the

reorganization, via the release of the valuation against the JRMH deferred tax assets, as discussed below. Beginning

January 1, 2007, the results of the former separate U.S. tax groups will be consolidated, and a single U.S. tax return

filed.

Deferred income taxes reflect the net tax effects of temporary differences between the financial and tax bases of
assets and liabilities. Slgmﬁcant components of deferred tax assets and liabilities as of December 31, 2006 and
2005 were as follows: o , . . .

.~ . r
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Deferred tax assets:
Pension liability

o December 31,

2006

2005

(In thousands)

$ 151,709 $ 95,161

Minimum tax credit carryforward 5,576 4,020
Accrued warranty expense 26,690 220
Accrued vacation pay 10,101 4.590
Accrued liabilities for self-insurance ‘
(including postretirement health care benefits) 51,710 14,004
Accrued liabilities for executive and employee incentive
-compensation 49,155 37,588
Investments in joint ventures and affiliated companies B 2,151 1,622
“Net operating loss carryforward | . ' . 122,563 87,464
Environmental and products liabilities ' " 27,982 ' 4,087
Long-term contracts ' 30,015 20,566
Drydock reserves 6,304 . 5,351
Accrued interest 770 4,623
State tax net operating loss carryforward 109,772 -
Capital loss carryforward 3,419 -
Foreign tax credit carryforward 18,670 -
Other ) 17,556 13,565
Total deferred tax assets 634,143 292,861
Valuation allowance for deferred tax assets (154,324) (126,613}
Deferred tax assets 479,819 166,248
Deferred tax liabilities:
Property, plant and equipment: . 30,336- 22,885
Estimated provision for B&W Chapter 11 settlement - 14,637
Investments in joint ventures and affiliated companies 7,896 2,717
Insurance and other recoverables ) ' 11 6
Other 6,516 -
Total deferred tax liabilities ' 44,759 40,245

Net deferred tax,assets

$ 435,060 $ 126,003

Income from continuing operations before provision for income taxes was as follows:

" Year Ended December 31,
2006 2005
(In thousands)

2004

U.s. : o - § 88014 § 52,600 3 22,182
QOther than U.S. ] ) © 260,543 154,100 82,658
Income from continuing operations before

provision for income taxes $ 348,557 8 206,700 § 104,840
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The provision for income taxes consisted of:
Year Ended December 31,
(In thousands) .

Curtent: ' ' : )

U.S. - Federal ’ $(223,7|8) § 28727 § 33,862
U.S. - State and local 12,829 2,863 71817

_ Other than U.S. 50,574 24,794 22,724
"Total current ' ) ' (160,315) 56,384 ‘64,403

Deferred:  ° . . . ' o

" U.S. - Federal ‘ . 186,721 (47685}  (23,631)
US.-Stateand local ~  ° ' (321), 128 (775)
Other than U.S.” ' . {6,933) - -
Total deferred - - B ' 179,467 (47,557) (24,406)
Provision for income taxes - $ 19152 § 8827 § 39997

The following is a reconciliation of the U:S. statutory federal tax rate (35%) to the consolidated effective tax rate:

- Year Ended December 31,

* o 2006 © 2008 - 2004
U. 8. federal statutory (benefit) rate . . 35.0% 35.0% 35.0%
State and local income taxes . - AN 20 . 4.5
‘Non-U.S. operations - - T - C(9.4) - (142) (7.2
Non-deductible Chapter 11 expense - « 16 4.5 : '
- Expiration of foreign tax credits “ 3.0 - - -
" Valuation allowance for deferred tax assets (213 (21.1) (3.5) .
Other . . VA 1.0 4.9
: - — — . p -

-For the year ended December 31, 2006, we reversed $94.1 million of the deferred tax asset valuation allowance
recorded against the JRMH deferred tax assets. SFAS No. 109 provides that a valuation allowance must be
established for deferred tax assets when it is more likely than not that the assets will not be realized. SFAS No. 109
also provides that all positive and negative evidence must be evaluated in determining the need for a valuation
allowance. As a result of the reorganization of our U.S. legal entities discussed above, we have reevaluated all the
positive and negative evidence available to us and have determined that we no longer require a federal deferred tax
asset valuation allowance. Under the guidelines of SFAS No. 109, we reversed the JRMH federal deferred tax asset
valuation allowance through current period earnings by a credit to our provision for income taxes.

For the year ended December 31, 2005, we reversed our federal deferred tax asset valuation allowance totaling
approximately $50.4 million, which eliminated our MI federal deferred tax asset valuation allowance associated
with our minimum pension liability. This adjustment recorded for the year ended December 31, 2005 resulted in a
benefit in our provision for income taxes of $50.4 million.

At December 31, 2006, we had a valuation allowance of $154.3 million for deferred tax assets, which we expect
cantnot be realized through carrybacks, future reversals of existing taxable temporary differences and our estimate of
future taxable income. We believe that our remaining deferred tax assets are realizable through carrybacks, future
reversals of existing taxable temporary differences and our estimate of future taxable income. Any changes to our
estimated valuation allowance could be material to our consolidated financial statements.

We have foreign net operating loss carryforwards of approximately $43.2 million available to offset future
taxable income in foreign jurisdictions. Approximately $1.9 million of the foreign net operating loss carryforwards |
is scheduled to expire in 2007 to 2010. The foreign net operating losses have a valuation allowance against the
entire carryforward.” We have domestic net operating loss carryforwards of approximately $342.3 million available
to offset future taxable income in domestic jurisdictions, including $40.9 million of losses related to exercised stock
options that will be reflected as an addition to capital in excess of par when utilized. The domestic net operating
loss carryforwards are scheduléd to expire in years 2009 te 2026. We have state net operating losses of $1,794.0
million available to offset future taxable income in various states. The state net operating loss carryforwards begin i
to expire in the year 2007. The state net operating losses have a valuation allowance against the entire carryforward.
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We would be subject-to withholding taxes on distributions of earnings from their U.S. subsidiaries and certain
foreign subsidiaries. For the year ended Décember 31, 2006, the undistributed earnings of these subsidiaries was
$414.7 million. Unrecognized deferred income tax liabilities, including withholding taxes, of approximately $167.6
million would be payable upon distribution of these earnings. We have not provided for any of these taxes, as we
treat these earnings as permanently reinvested.

In the year ended December 31, 2006; MI reached a settlement in a tax dispute with United States and Canadian
tax authorities, primarily related to transfer pricing matters, resuiting in an adjustment to the tax liability and
associated accrued interest established for the disputed item. This favorably impacted MI’s income from continuing
operations before provision for income taxes and provision for income taxes by $13.2 million and $4.7, million,
respectively. In addition, offsetting tax adjustments related to open years for MI federal and certain state tax
jurisdictions were recorded in the year ended December 31, 2006, along with approximately $4.9 million of related
interest expense. JRMH recorded a net provrsron for income taxes of approximately, $9 0 mr]llon associated with
potential U.S. income tax issues. - . :

" We reached settlements with the IRS concerning MI’s U.S. income tax liability through the fiscal year ended
March 31, 1992 and JRM’s U.S. income tax liability for the stub year ended March 31, 1995, disposing of all U.S.
federal income tax issues. The IRS has issued notices for MI for the fiscal years ended March 31, 1993 through
December 31, 2003 and for JRM for the fiscal years ended March 31, 1996 through December 31, 2003 asserting
deficiencies in the amount of taxes reported. ‘'We have reviewed the IRS positions and disagree with certain
proposed adjustments relating to the 2000- 2003 years and have accordingly filed a protest with the IRS regarding

" the resolution of these issues. We have provided for amounts that we believe will be ultimately payable under the
proposed adjustments; however, these proposed IRS adjustments, should they be sustained, would result in a tax
liability of approximately $25 million in excess of amounts provided for in our consolidated financial statements. In
addition, although we believe that the tax effect of the M1 and JRMH reorganization should be sustained if audited
or otherwise challenged by the IRS, any adjustment by the IRS could have a material impact on the results as
reported. See Note 10 for additional information on pending or potential tax issues.

We are under routine tax audit examination in various U.S. state and local taxing jurisdictions in which we have
operated. These examinations cover various-tax years and are in various stages of finalization. We believe that any
income taxes ultimately assessed in the U.S. or by U.S. state and local taxmg authormes will not mater1ally exceed
amounts for which we have already prov1ded e : C '

We are also under routine tax audit examination in various foreign jurisdictions in which we operate. These -
examinations cover various tax years and are in various stages of finalization. -‘We believe that any income taxes
ultimately assessed in these foreign jurisdictions will not materially exceed amounts for which we have already
provided. '

Effective January 1, 2007, we will adopt the provisions of FIN 48." As a result, we anti¢ipate we will record an’
additional tax liability in'the range of approximately $10 million to $20 million, w1th an offset to accumulated
deficit. : : '
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NOTE 5 - LONG-TERM DEBT AND NOTES PAYABLE

December 31,
. 2006 2005

', I —_— _—

(In thousands)
Long-term debt consists of:
Unsecured Debt; _
Other notes payable through 2009 (interest at - '
various rates ranging to 6. 8%) $ 19283 § 17,225
Secured Debt: v ' ’ .
B&W various notes payable 2,455 -
JRM 11% Senior Secured Notes due 2013 .
($200,000 principal amount) : .- 194,886
B&W Term Loan due 2012 ' ' '
($250,000 principal amount) - © 250,000 -
Capitalized lease obligations

i

271,738 212,111
Less: Amounts due within one year - 256,496 - 4,250 .
Long-term debt ‘ ' $ 15242  $ 207861 "~ i

Notes payable and current maturities of Ibng-‘term'
debt consist of:

Short-term lines of credit . . 8 99 ¢ -

Current maturities of long-term debt . B 256,496 4250
Total $ 257492 ' § 4250

Weighted average interest rate on short-term borrowing 6.70% -

V 3

Maturities of long-term debt during the five years subsequent to December 31, 2006 are as follows: 2007 - $256.5
million; 2008 - $4.6 million; 2009 - $4.6 million' 2010- 304 million' and 201 1- $0. 4 million

On June 6, 2006, JRM completed a cash tender offer for, all its outstanding 11% semor secured. notes due 2013
(“JRM Secured Notes”). The tender offer consideration was based on a fixed- -spread over specified U.S. Treasury
securities, which equated to an offer price of approx1mately 119% of the principal amount of the notes. JRM used
cash on hand to purchase the entire $200 million in aggregate principal amount of the JRM Secured Notes
outstanding for approximately $249.0 million, including accrued interest of approximately $10.9 million. Asa
result of this early retirement of debt, we recognized $49 0 mllllon of expense durmg the year ended December 31,
2006.

On June 6, 2006, JRM entered into a new $500 million senjor secured credit facility with a syndicate of lenders’
(the “JRM Credit Facility”). The JRM Credit Facility comprises a five-year, $400 million revolving credit (all of
which may be used for the issuance of letters of credit and $250 million of which may be used for revolver
borrowings), which matures on June 6, 2011, and a six-year, $100 mitlion synthetic letter of credit subfacility, which
matures on June 6, 2012, The proceeds of the JRM Credit Fac111ty are available for workmg capital needs and other
general corporate purposes of JRM and its subsidiaries,

JRM’s obligations under the JRM Credit Facility are unconditionaily guaranteed by substantially all of JRM's
wholly owneéd subsidiaries and secured by liens on substantially all of JRM’s and these subsidiaries’ assets (other
+ than cash, cash equivalents, equipment and certain foreign assets), including their major marine vessels. JRM is
permitted to prepay amounts outstanding under the JRM Credit Facility at any time without penalty. Other than
customary mandatory prepayments on certain contingent events, the JRM Credit Facility requires only interest
payments on a quarterly basis-until maturity. Loans outstanding under the revolvmg credit subfacility bear interest
at either the Eurodoliar rate plu$ a margin ranging from 2.25% to 2.50% per annum or the base rate plus a margin
ranging from 1.25% 1o 2.25% per annum. The appllcable margin for revolving loans varies depending on JRM’s
credit ratings. JRM is eharged a commitinent fee on the unused portions of the $400 million revolving credit
subfacility, and that fee varies between 0.375% and 0. 50% per annum depending on JRM’s credit ratings.
Additionally, JRM is charged a letter of credit fee of between 2.25% and 2.50% per annum with respect to the
amount of each letter of credit issuéd under the revolving credit subfacility. JRM is alsc charged a fee of 2.60% per
annum on the full amount of the synthetic letter of credit subfacility, regardless of whether the subfacility is drawn
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upon. , An additional 0.125% annual fee is charged on the amount of each letter of credit issued under both cu
subfacilities. :

The JRM Credit Facility contains customary financial covenants relating to leverage and interest coverage and ‘
includes covenants that restrict, among other things, debt incurrence, liens, investments, acquisitions, asset dispositions,
dividends, prepayments of subordinated debt, mergers, transactions with affiliates and capital expenditures. JRM was
in compliance with these covenants at December 31, 2006.

On February 23, 2006, JRM cancelled its separate $25 million letter of credit facility entered info on August 25,
2004. .

At December 31, 2006, JRM had no borrowings outstanding, and letters of cred1t issued on the JRM Credit
Facility totaled $250.2 miilion. In addition, JRM had $129.8 million in outstanding unsecured letters of credit under
separate arrangements with financial institutions at December 31, 2006.

On December 22, 2005, JRM, as guarantor, and'its subsidiary, J. Ray McDermott Middle East, Inc., entered into
a $105.2 million unsecured performance guarantee issuance facility with a syndicate of commercial bankmg
institutions. The outstanding amount under this facility is included in the $129.8 million outstanding referenced
above. This facility provides credit support for bank guarantees issued in favor of three projects awarded to JRM.
The term of this facility is for the duration of these projects, and the average commission rate is less than 4.50% on
an annualized basis. '

On December 9, 2003, BWXT entered into a three-year, unsecured, $125 million credit facr!rty (the “"BWXT
Credit Facility”). The BWXT Credit Facility may be increased to a total of $150 million at our discretion, and iri
fact, it was increased to $135 million in January 2004. In March 2005, the maturity date was extended to March 18,
2010, and on November 7, 2005, BWXT and its lenders amended’ the BWXT Credit Facility to; among other thmgs
permit the full amount of the facrllty to be used for loans. )

The BWXT Credit Facility is a revolvmg ‘credit agreement providihg for borrowings and issuances of letters of
credit in an aggregate amount of up to $135 million. The BWXT Credit Facility requires BWXT to comply with
various financial and nonfinancial covenants and reporting requirements. The financial covenants require BWXT to,
maintain a maximum leverage ratio, a minimum fixed charge coverage ratio and - maximum debt to capitalization
ratio. BWXT was in compliance with these covenants at December 31, 2006. The interest rate at December 31
2006 was 8.75%. BWXT is charged an annual commitment fee of 0, 375%, which is payable quarterly. ‘
Additionally, BWXT is charged a letter of credit fee of between 1.50% and 2.50% per annum with respect to the '
amount of each letter of credit issued. An additional 0.125% per annum fee is charged on the amount of each letter
of credit issued. At December 31, 2006, BWXT had no borrowings outstanding, and letters of credn outstanding
under the fac1hty totaled $50.8 million. , .

_ on February 22, 2006, B&W entered into a $650 million senior secured credit facility with a syndu:ate of
lenders (the “B&W Facility”) to replace B&W’s debtor-in- possessmn credit facility, which was terminated when
B&W’s Chapter 11 proceedings were concluded. The B&W Facility includes a five-year, $200 million revelving
credit subfacility (the entire availability of which may be used for.the issuance of letters of credit or working capital
requirements), a six-year, $200 million letter of credit subfacility and a commitment by certain of the lenders to loan
B&W up to $250 million in term debt to refinance the $250 million promissory note in connection-with the
settlement of the B&W Chapter 11 proceedings. The term loan could only be used by B&W in a single draw, and
the commitment of the lenders to make this loan was set to expire on December 1, 2006. See Note 20 for addmonal
- information concerning the settlement of B&W’s Chapter 11 , proceedings.

On November 30, 2006, B&W drew down $250 m1111on on its term loan under the B& W Facility and completed
its obligation to pay the $250 million promissory note to the trust on December 1, 2006. This promissory note was
recorded in Accrued Cost of The Babcock & Wilcox Company Bankruptcy Settlement on our consolidated balance
- sheets at its fair value of approximately $245.3 million, and therefore, this retirement resulted in the recognition of |
approximately $4.7 million of expense. The term loan debt under the B& W Facility is scheduled to mature on
February 22, 2012. While not due to mature until 2012, B&W intends to repay the term loan debt during 2007, and
therefore, the $250 million outstanding has been classified as current on our consolidated balance sheets.

T i '
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B&W'’s obligations under the B&W Facility are unconditionally guaranteed by all of B&W’s domestic
subsidiaries and secured by liens on substantlally all of B&W’s and these subsidiaries” assets, excluding cash and '
cash equwalems <o . : ¥ -

Loans outstanding under the revolying'credit subfacility bear interest at either the Eurodollar rate plus a margin
ranging from 2.75% and 3.25% per annum or the base rate plus a margin ranging from 1.75% to 2.25% per annum.

The applicable margin for revolving loans varies depending on B&W’s credit ratings. The applicable margin for the

$250 million term-loan, which is a Eurodollar rate loan, is 3.0% per annum. The interest rate for the term'loan at

December 31, 2006 was 8.36%. B&W is charged a commitment ‘fee ‘'on the unused portion of the revolving credit
subfacility, and that fee varies between 0.25% and 0.50% per annum depending on B&W’s credit ratings.
Additionally, B&W is charged a letter of credit fee of between 2.75% and 3.25% per annum with respect to the

amount of each letter of credit issued under the revolving credit subfacility. B&W is also charged a fee of 2.85% .
per annum on the full amount of the synthetic letter of crédit subfacility, regardless of whether‘the subfacility is
drawn upen. An additional 0 125% per annum fee is charged on the amount of each ietter of credit issued under
each subfacility, : :

If B&W’s levérage ratio is above 2.0 to 1.0, B&W must offer to repay the term.loan once each year in an Y
amount equal to the lesser of $50 million arid 50% of its excess cash flow. B&W must also prepay the term loan
with the proceeds of certain asset sales, casualties, condemnations and debt issuances, Other than these mandatory
prepayments; the B& W Facility only requires interest payments for the revolving credit subfacility and the letter of
credit subfacility on a quarterly ‘basis until maturity, which is February 22, 2011 and February 22, 2012, i
respectively. In addition to quarterly interest payments, the term loan requires principal payments, based on 1% of
the original principal amount, payable quarterly until maturity, which is February 22, 2012. B&W may prepay
amounts outstanding under the' B&W Facility at any time w;thout penalty R ~

The B&W Facility contains customary ﬁnancnal covenants, including maintenancé of a maximum leverage ratio
and a minimum interest coverage ratio, and covenants that, among other things, restrict B&W’s ability to incur debt,
create liens, make investments and acquisitions, sell assets, pay dividends, prepay subordinated debt, merge with
other entities, engage in transactions with affiliates and make capital expenditures, The B&W Facility also contains
customary events of default. B&W was in compliance with these covenants at December 31, 2006

As of December 31,2006, B&W had outstanding borrowings of $250 mllllon under its term loan feature of the
B&W Facility, and letters of credit issuéd ofi the B&W Facility totaled $229.8 million.

Our subsidiaries are generally restricted, as a result of covenants in debt instruments, in their ability to transfer
funds to MIT and itg other subsidiaries through-cash dividends or through unsecured loans or investments.

1 [ v

NOTE 6 - PENSION PLANS AND POSTRET[REMENT BENEFITS

We prov1de retirement benefits, primarily through noncontributory pension plans for most of our regular full-time
employees. We do not provide retirement benefits to certain nonresident alien employees of foreign subsidiaries who
are not citizens of a European Community country or who do not earn income in the United States, Canada or the
United Kingdom. We base our salaried plan benefits on final average compensation and years of service, while we
base our hourly plan benefits on a flat benefit rate and years of service. Qur funding policy is to fund applicable
pension plans to meet the minimum funding requirements of the Employee Retirement Income Security Act of 1974
(“ERISA™) and, generally, to fund other pension plans as recommended by the respective plan actuaries and in
accordance with applicable law. The Pension Protection Act of 2006 (the “Act”) replaces the current funding
provisions for single-employer defined benefit plans. Funding provistons under the Act accelerate funding
requirements to ensure full funding of benefits accrued. The Act will become effective in 2008, and we do not
anticipate any material impact on our consolidated financial condition or cash flows.

Effective December 31, 2006, we adopted SFAS No. 158, “Employers Accounting for Defined Benefit Pension
and Other Postretirement Plans” (“SFAS No. 158”). In accordance with SFAS No. 158, the funded status of our
defined benefit pension plans and postretirement plans has been recognized on our consolidated balance sheets. The
initial impact of the standard is to recognize in accumulated other comprehensive loss all unrecognized prior service
costs and net actuarial gains and losses. Furthermore, additional minimum pension liabilities and associated
intangible assets required under previous accounting rules have been reversed.
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Effective January 31, 2005, MI spun off to B&W the assets and liabilities associated with B&W’s-portion of
MI’s pension plan to a plan sponsored by B&W. However, our disclosures in this footnote include the B&W plan
even though, at December 31, 2005, B&W was not a consolidated subsidiary. At December 31, 2005, the B&W
plan had a projected benefit obligation of $693.2 million, fair value of plan assets of $482.8 million and a .
recognized obligation of $40.4 million. The deferred llab111ty of the B&W pension plan spin-off was $150.1 million,
of which $110.4 million was included in minimum pension liability, $9.0 million in intangible pension assets and
the remaining $30.7 million was charged to capital in excess of par. Approximately 46% of the participants in the
MI plan at January 31, 2005 transferred to this new B& W-sponsored plan... . . P

During the year ended December 31, 2004, we terminated one of our pension plans in the United Kingdom and
recorded a gain of approximately $27.7 million related to the termination. In December 2005, we recorded an
additional gain totaling $1 4 million related to the finatization of the termination..

Effective December 31, 2004, lhe McDermott lntematlonal Inc. Supplemental Executive Retirement Plan
Amended and Restated effective December 1, 1999 (the *Old SERP Plan™) was terminated, and we adopted the
McDermott International, Inc. Supplemental Executive Retirement Plan effective January 1, 2005 (the “New SERP
Plan”). The Old SERP Plan was a defined benefit plan, while the New'SERP Plan is a defined contribution plan. The
cessation of benefits of the Old SERP Plan generally did not affect the rights of retired or disabled participants (or their
spouses) who were receiving benefits under that plan as of December 31, 2004. However, some of the retired .
participants elected to cancel their deferral elections and receive a discounted fump-sum distribution of their entire
interest in the Old SERP Plan in 2005. All active participants in the Old SERP Plan on December 31, 2004 became
participants in the New SERP Plan on January 1, 2003. We recorded a settlement and curtailment gain in 2004 of -
approximately $4.6 million in connection with the termination of the Old SERP Plan: ‘We also recorded expenses:
related to the New SERP Plan of approximatety $2. 9 million, $1.3 million and $1 4 million in the years ended
December 31, 2006, 2005 and 2004, respectively. .

] | LY

We make available postrenrement health care and life insurance benefits to certain retired union employees based
on their union contracts. - - . W ‘L . . . i .

Obligations and Funded Status (Including B&W) Pension Benefits Other Benefits
’ - L , - Year Ended | e Year Ended
| ' . December 31, - . . December 31,
B . 2005° - 2006 2005

) (In thousands)
Change in benefit obligation: -+~ . . -
Benefit obligation at beginning of period ¢ $-2,313,191" $. 2,083,492 § 38,999 § 38,067

Service cost 37,724 28,931 129 -
Interest cost ' . ' s 133,176 121,981 © 5,269 - 2,166
Plan participants’ contributions 315 - - -
Reconsolidation of B&W - 197,750 s - 66,251 ' -
Amendments to - (496) ' 6,589 - -
Settlerments - . e L - 3,197 ° - . -
Actuarial (gain) loss . - (26,669) 186,144 8,786 " 3,230
Foreign currency exchange rate changes 4,728 - 60y - -
Benefits paid <! (137,824) (117,143) - (10,677 (4,464)

Benefit obligation at end of petiod- $ 2,521,895 § 2,313,191 $ 108697 § 38999
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Obligations and Funded Status (Including B& W) ' Pension Benefits
Year Ended
1 - December 31,
R ' . - 2006 2005

(In thousands)

Change in plan assets:. -

Fair value of plan assets at beginning of period $ 1,706,343 $ 1,641,967
‘Actual returri on plan assets . 217,798 ' 127,884
Plan participants’ contributions 315 -
Company contributions 104,668 - 53,635
Reconsolidation of B&W . 155,190. -
Foreign currency exchange rate changes - 3725 -
Benefits paid C . - (137,824) ' (117,143)

$-

Other Benefits
Year Ended -,
December 31,
2006 2005

10,676 - 4,464

- Fair value of plan assets at thc end of period ~2050215 - 1,706,343

(1 0,67‘(;) ' .(4,464)

+

(108,697)  (38,999)

Funded status v - - (471,680) (606,848) "'

Unrecognized actuarial loss - 557,305 - 13,470
Unrecognized prior service'cost’ . . .- - 17415 .- -
Net amount recognized $ (471.680) § (32,128) $ (108.697) $ (25,529)

Amounts recognized in the balance sheet consist of:
Prior to Adoption of SFAS No. 158

Accrued benefit liability $ (346,807) § (481,827) $ (88,097) § (25,529)
Intangible asset - 24,539 21,930 .- -
Accumulated other comprehensive loss 318,213 427.769 .= -
Net amount recognized ' $ (4,055) § (32,128) & ' (BB,097) $ (25,529)
After Adoption of SFAS No. 158
Accrued benefit lability $ (471,680) % (108,697)
Amounts recognized in accumulated other comprehensive loss:- ‘
Net actuarial loss 5 *450,352 b $ 1849%4
Prior service cost , l'/' 273 578
Unrecognized transition obligation 1,528
Total before taxes $ 467,625 $ 20600

[

- The projected benefit obligation, accumulated benefit obligation and fair value of plan assets for all pension plans
were $2, 521.9 million, $2,397.0 million and $2,050.2 million, respectively, at December 31, 2006, and $2,313.2
million, $2 191.0 million and $1,706.3 million, respectively, at December 31, 2005. The accumulated benefit

obligation was in excess of plan assets for all of our plans.

Pension Benefits
" .. Year Ended December 31,

e 2006 o 20080 .. 2004 2006 - 2005 2004
: . . o (In thousands) ., *
-Components of net periodic .
benefit cost: . A ‘ ‘ s . ‘
. .Service cost | % 37,724 % 28931 $ 28,190 $ 129 % -3 -
Intérest cost . 133,176 121,981 120,040 5,269 2,166 2,277
- Expected return on plan assets (143,674) . (134,400), (130,768) - - -
Amortization of prior service cost 3,142 3,110 2,837 58 -

Recognized net actuarial loss (gain) 63,183 43,068 49,572 1,624 1,489 '~i,666

Other Benefits

Year Ended December 31,

3

Net periodic benefit cost $ 93551 % 62690 % 69.871 $ 7.080 $ -3.655 $ 3.943

Y Inciudes approximately $35 million of expense which was recorded in B&W artributable to the spm-oﬁ' of the B&W pension plan

from M.
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Additional Information

) Pension Benefits Other Benefits
iy Year Ended December 31, Year Ended December 31,
AR 2006 . 2008 2006 2005
] {In thousands)

Increase in accumulated other comprehensive loss Ce

due to adoption of SFAS No. 158 (before taxes) $ 124,873 N/A $20,600- N/A
Increase (decrease) in minimuimn.liability included :

in other comprehensive income (before taxes) $ (85001) % 86,953 N/A . N/A

The increase in accumulated other comprehensive loss of $124.9 million fc_fr pertsion benefits due to the adoption’
of SFAS No. 158 includes a reclassification of $24.5 million from intangible assets. The decrease in the minimum
pension liability of $85.0 million is net 6f an increase of $39.8 million due to the reconsolidation of B&W.

We expect to recognize the followmg amounts in other comprehensive loss as ‘components of net periodic benefit

cost in the next fiscal year:

. Pension Other
' Benefits Benefits
_ ) ) ' (]n thousands)

Netloss - . 5 4170 8 1,718

Prior service cost 3,406 . 65

Transition obligation - 251

‘ $ - 45116 $ 2.034

Assumptions . . .
Pension Benefits Other Benefits
2006 2005 2006 2008

Weighted average assumptions used to determine .
net periodic benefit obligations at December 31:
Discount rate

5.92% *6.00%

5.75% 5.75%

_ Rate of compensation increase 3.96% 3.65% - "o-
. * Weighted average assumptions used to determine
net periodic benefit cost for the years ended
December 31: , _ o
Discount rate - 5.67% 5.75% 5.75% 6.00%
Expected return on plan assets i 828% .7 833% - Co-

Rate of compensation increase

' "3.96% 4.00%

The expected rate.of return on plan assets assumption is based on the long-term expected returns for the

investment mix of assets currently in the portfolic. In setting this rate, we use a building-block approach. Historic real
return trends for the various asset classes in the plan’s portfolio are combined with anticipated future market conditions
to estimate the real rate of return for each class. These rates are then adjusted for anticipated future inflation to
determine estimated nominal rates of return for each class. The expected rate of return on plan assets is determined to
be the weighted average of the nominél returns based on the weightings of the classes within the total asset portfoli'o.

We have been using an expected return on plan assets assumption of 8.5%, Wl’llCh is consistent with the long-term
asset retums of the portfolio. ‘ ’

) ) c 20060 - 2003
Assumed health-care c;)st trend rates
at December 31: ' . .
Health-care cost trend rate assumed for next year 9.00% - 9.00%
Rates to which the cost trend rate is assumed to
decline (ultimate trend rate) 4.50% 4.50%

Year that the rate reaches ultimate trend rate 2012 2011-
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Assumed health-care cost trend rates have a significant effect on the amounts we report for our health-care plan. A
one-percentage pomt change in our assumed health-care cost trend rates would have the following effects:

" Onc-Percentage— One-Percenlage- -
Point Increase Point Decrease |
o - (In thousands)
Effect on total of service and interest cost 5 372 $ (375)

Effect on postretirement benefit obligation A 3,907 £ (3,834)
Plan Assets |

Our domestic pensmn plans’ we1ghted average asset allocatlons at December 31 2006 and 2005 by asset category

were as follows: - . . s
2006 : 2005
Asset Category:
Equity Securities ¥ K 42% 42%
Debt Securities ) . 28% 25%
U.S. Government Securities ) 8% . 6%
Partnership/loint Venture Interests 10% : 10%
Real Estate : 5% 4%
~ Mutual Funds . 2% 4% .
Other 2N 9% o
Total . 100% 100%

Our foreign pension plan’s weighted average asset allocauons at December 31, 2006 and 2005 by asset category
were as f‘o!]ows

2006 ., 2003

Asset Category: . :
Equity Securities ' 65% T1%
_Debt Securities - O 30% 28%
iy Other o . g 5% o 1%

Total 100% - 100%

For the years ended December 31, 2006 and 2005, the investment retumn on domestic pension plan assets (before
deductions for management fees) was approximately 12.4% and 8.6%, respectively. The assets of the domestic
pension plans are commingled for investment purposes and held by the Trustee, Mellon Trust of New England, N.A,,
in the McDermott Incorporated Master Trust (the “Master Trust™).

Investment Goals

General .. ) _ C,

* The overall investment strategy of the pension trusts is to emphasize long term growth of principal, while avoiding
excessive risk and to minimize the probability of loss of principal over the long term. The spéciﬁc investment goals
that have been set for the pensmn trusts in the aggregate are (1) 1o ensure that plan liabilities are met when due and (2)
to achieve an investrient return on trust assets consistent with a reasonablé level of risk that excéeds the applicable
custom benchmark described below, and over the long term, exceeds the assumed actuarial rate of return set by each of
the plans actuarles

-
. »
' 1

Allocations 6 each asset class for both domestic and foreign plans are reviewed periodically and rebalanced if
approprlate 10 assure the contmued relevance of the goa]s ob_lectwes and strategles '

The pension trusts for both our domestic and fore1gn plans employ a professional mvestmem advisor, and a
number of professional investment managers whose individual benchmarks are, in the aggregate consistent wnth the
plan’s overall investment objectives. o

“The goals of each investment manager are (1) to meet (in the case of passive accounts) or exceed (for actively

managed accounts) the benchmark selected and agreed upon by the manager and the-Trust and (2) to display an overall
level of risk in its portfolio that is consistent with the risk associated with the agreed upon benchmark.
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Domestic Plans

Based on the liability profile of the domestic plans, a well-diversified policy of 60% equities and 40% fixed
income has been determined to be appropriate for the Master Trust in terms of risk/reward trade-off, taking into
account the expected funded status of the plans, cash contributions and expense. Accordingly, the following asset
allocation policy has been adopted for the Master Trust:

Asset Class

U.S. Large Cap Equity

U.S. Small/Mid Cap Equity

International Equity
Private Equity
Hedge Funds
Real Estate
Domestic Fixed Income
. High Yield Fixed Income
. Cash

The Master Trust’s overal] investment pollcy is reviewed at least annually to assure the contlnued relevance of the

goals, objectives and strategies.

" follows:

Index

Russell 3000 [ndex

MSCT ACWI Free (ex US) Index
NAREIT Equity Index

NCREIF .

Lehman Aggregate

ML High Yield

90-Day Treasury Bilis

S&P 500 + 400 bps

Treasury Bills + 500 bps

As stated above, one of the goals of the Master Trust is to outperform a custom benchmark which is compnsed as

Asset Class . Weight
Equities . 30%
Intl. Equities . 12.5%

" Reits : 1%
Real Estate . 4% |
Fixed Income . 33%°
High Yield 5%
Cash 2%

. Private Equity ] 10%
Hedge Funds o 25%

The investment performance of total portfolios, as well as asset class components, is periodically measured against
commonly accepted benchmarks, including the individual investment manager benchmarks. In evaluating investment
manager petformance, consideration is also given to personnel, strategy, research capabilities, organizational and
business matters, adherence to discipline and other qualitative factors that may 1mpact ability to achieve desired
investment resuits.

.

Target Range
24% 21-27%
6% . .. 4-8%
12.5% T 10-15%
10% 5-15%
2.5% 1 4%
5% 2-8%
33% 31-35%
5% . 3-7%
2% 0-4%

T

The performance ob_]ectwe for the Master Trust is to seek to outperfoml this custom benchmark by 0.75% per

annum (net of fees) or more over roIIm g three-year periods.

T

The active risk of the Master Trust (also known as tracking error) is a numerical measure of the Master Trust’s risk
relative to the custom benchmark. Active risk is defined as the standard deviation of the relative return, and the ;-
convention is to compute it from monthly observations and then convert it to an annualized figure by multiplying it by
the square root of 12. (In a normal distribution, two-thirds of the observations will fall within one standard deviation of
the average. So if the expected standard deviation was 2% and the expected average was 0%, then one-sixth of the
observations will be more than 2% greater than the average and one-sixth will be more than 2% below the average.)
Active risk can be either ex post (measuring the actual standard deviation of the excess returns achieved by the
Manager} or ex ante (using a statistical model to estimate the likely outcome.)

." '

The risk objecnve in respect of the Master Trust is to seek to achieve an ex post active nsk of less than 2% per

annum over rolling three-year periods:

]
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Foreign Plans

We sponsor various forelgn plans through certain of our forelgn sub51d|ar|es

1 Ray McDermott SA TCN Emplovees Pension Plan (the “TCN Plan”) -

' For the years endéd December 31, 2006 and 2005, the TCN Plan’s asset allocatiori-was targeted at 50% United
States equity securities and 50% United States debt securities. For the years ended December 31, 2006 and 2005, the
investments return on TCN Plan assets (gross of management fees) was 13.7% and 5.1%, respectively. Following an
asset/liability modeling study conducted in 2004, the following asset allocation policy was determined to be suitable

and has been adopted for this plan:

Asset Class Target ' Ran_ge
U.S. Equity 56% - 30-70% -
Non-U.S. Equity 4% ' ' " 0-35% i
U.S. Debt Securities 30% 25 - 50%

" One of the goals of the TCN Plan is to outperform a custom index, which is comprised as follows:

to Index ! Weight
-Russell 3000 56%
NSCU ACWI Free (ex US) 14%
Lehman US Aggregate 309

The performance objective of the TCN Plan is to seek to outperform this custom benchmark on a net-of- fees basis
over rolling three-year periods.

Canadian Plans

Our Canadian subsidiary pro'vides benefits under various plans to certain salaried and hourly employees. The
‘assets of the Canadian pension plans are commingled for investment purposes and held by the Trustee, CIBC Mellon
Trust Company in the Babcock & Wilcox Canada, Ltd. Master Trust (the “Canadian Master Trust”). For the year ended
December 31, 2006, the investment return on Canadian pension plan assets {gross of management fees) was 10.7‘:/0.

Based on the liability profile and risk tolerance of the Canadian plans, a well-diversified policy of 65% equities
and 35% debt securities has been determined to be appropriate for the Canadian Master Trust. Accordingly, the
following asset allocation policy has been adopted.

! .t . t ' *

Asset Class ) Target ] . Range
Canadian Equities 25% 20-30%
U.S. Equities ‘ _ 15% 5-20%

~ Global Equities 25% 20-30%
" Bonds 35% 28 -50%

The performance objediive of the Canadian Master Trust is to achieve annualized returns, on a net-of-fees basis,
that outperform the following benchmark by 0.50% or more over rolling four-year periods.

Index : Asset Class Weight
S&P/TSX Capped Composite Index , Canadian Equities .= 25%
S&P 500 Hedged Index (Cdn$) , U.S. Equities 15%
MSCI World (ex Canada) Index (CdnS} Global Equities | | 25%
Scotia Capital Universe Bond Index Bonds 35%
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Diamond Power Specialty Limited Retirement Benefits Plan (the “Diamond UK Plan™)

B&W'’s subsidiary in the U.K. provides retirement benefits under the Diamond UK Plan. The assets of the
Diamond UK Plan are held in trust by State Street Bank & Trust Company, HSBC Global Investor Services, Citibank
and Pension Funds Trust Limited. For the year ended December 31, 2006, the investment return on the Diamond UK
Plan was 16.5%. :

Based on the .Iiability profile and risk tolerance of the Diamond UK Plan, a \irpll-diversiﬁed policy of 60% equities
and 40% fixed income securities has been determined to be appropriate. Accordingly, the following asset allocation
pollcy has bcen adopted: .

L
+

Asset Class ' ' Target . Range “
U.K.Equities - _ - h 35% 33-37%
_U.S. Equities - Hedged 12% 10 - 14%
Japanese Equities - Hedged 4% 2 -6%
Asia Pacific Equities - Hedged 3.5% 1.5-5.5%
U.K. Corporate Bonds 14.5% 125 -16.5%
Long-Dated Gilts . 24% 22 -26%
Index-Linked Gilts ’ 10% 8 -12%

The performance objective of the Diamond UK Plan is to track the following equity and index-linked gilt
benchmarks within their tracking ranges and to outperform the following corporate bond and Long-Dated Gilt
benchmarks by 0.75% per year and 0.6% per year, respectively, gross of fees, over rolling three-year periods.

Index Asset Class Weight
FTSE Ali Share ' U.K. Equities S s%
FTSEW North America - Hedged U.S. Equities 12%
FTSEW Japan - Hedged - Japanese Equities 40%
FTSE Developed Asia Pacific (ex Japan) — Hedged Asia Pacific Equities 3.5%
iBoxx£ Non-Gilts Over 10 Yrs. . U.K. Corporate Bonds 14.5%
FTSE Over. 15 Yrs. Gilts ' Long-Dated Gilts -~ = 24%
FTSE Over 5 Yrs. Index-Linked Gilts Index-Linked Gilts o 10%
Cash Flows -
Contributions -.

We expect to contribute approximately $99.1 million to our pension plans, which includes approximately $58.0
million for B&W, $35.8 million for BWXT and $5.3 million for JRAY pension p]ans respecllvely, and $12.1 million
to our other postreuremem benefit plans in 2007.

Estimated Future Benefit Payments

We expect the follov;'ing benefit payments, which reflect expected future service, as apprdpriate, to be made from
our domestic and foreign plans:

Pension ) Other
" Benefits " Benefits*

. e (In thousands) .
2007 $ 141,535 £ 12,059
2008 $ 147,526 $ 12,047
2009 $ 155257 $ 11,851

< 2010 £ 162,859 $ 11,530
2011 £ 169,800 $ iL173 -
- 2012-2016 $ 953,880 $ 7 46,393
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NOTE 7 —'ASSET SALES AND IMPAIRMENT OF LONG-LIVED ASSETS

We had losses on the sale of assets totaling approximately $15.0 million in 2006, primarily in our Offshore Oil and
Gas Construction segment, which includes a loss of approximately $16.4 million associated with our joint venture in
Mexico, offset by gains on sales of various non-strategic assets, primarily in our Government Operations segment.

Impairment losses to write down property, plant and equipment to estimated fan’ values are summarized by
segment as follows: K : .

Year Ended December 31,
2006 2005 2004
{In thousands)

Property, plant and equipment and other assets:

Assets to be held and used 8 - 3 - 8§ 467
Assets to be disposed of - - $ 2,598
Total 3 - 3 - § 3065 ’

Property, plant and equipment and other asseis — assets 1o be held and used

During the year ended Décember 31, 2004, our Offshore Oil and Gas Construction segment recorded an
impairment loss of $0.1 million for miscellaneous equipment at one of our fabrication facilities. Also in 2004, our
Government Qperations segment recorded impairment losses totaling $0.4 million on machinery and equipment that
was no longer expected to recover its carrying value through future cash flows, We determined fair value based on
valuations of comparable equipment. Pl'lOl' 1o the impairment, dns machmery and equipment had a total net book -
value ofapprox1mately $0.5 million.

Property, plant and equipment and other assets — assets to be disposed of

During the yéar ended December 31, 2004, our Offshore Oil and Gas Constriction segment recorded an
impairment loss totaling approximately $2.2 million to reduce the net book value of one of our vessels and certain
machinery and equipment to net realizable value. Prior to the 1mpa|rmem charges, this equlpment had a total net
book value of approximately $46. 7 ‘million. .

NOTE 8 - CAPITAL STOCK

The Panamanian regulations that relate to acquisitions of securities of companies registered with the Panamanian _
National Securities Commission, such as MII, require, among other matters, that detailed disclosure concerning an
offeror be finalized before that person acquires beneficial ownership of more than 5% of the butstanding shares of any

“class of our stock pursuant to a tender offer. The detailed disclosure is subject to review by either the Panamanian -
National Securities Commission or our Board of Directors. Transfers of shares of common stock in violation of these
regulations are invalid and cannot be registered for transfer.

We issue shares of our common stock in connection with our 2001 Directors and Officers Long-Term Incentive
Plan, our 1996 Officer Long-Term Incentive Plan (and its predecessor programs) and contributions to our Thrift Plan.
At December 31, 2006 and 2005, 7,499,513 and 11,070,566 shares of common stock, respectively, were reserved for
issuance in connection with those plans.

Common Stock Sbfit
On May 3, 2006, our Board of Directors declared a three-for-two stock split effected in the form of a stock
dividend. The dividend was paid on May 31, 2006 to stockholders of record as of the close of business 6n May 17,

2006. Al share and per share information in the accompanying financial statements and notes has been retroactwely
) adjusted o reﬂect the stock split. .
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MII Preferred Stock ¢

We designated a series of our authorized but unissued preferred stock as Series D Participating Preferred Stock in
connection with our Stockholder Rights Plan, which expired pursuant to its terms in November 2006, As of December
31, 2006, no shares of Series D Participating Preferred Stock were outstanding,

Our issuance of shares of preferred stock in the future and the specific terms thereof, such as the dividend rights,
conversion rights, voting rights, redemption prices and similar matters, may be authorized by our Board of Directors -
without stockholder approval.

NOTE 9 - STOCK PLANS

At December 31, 2006, we had several stock-based employee compensation plans, which are described below.
Where required, disclosures have been adjusted for our May 2006 stock split effected in the form of a stock
dividend. See Note § for further information regarding our stock split.

2001 Directors and Officers Long-Term Incentive Plan

In May 2006, our shareholders approved the amended and restated 2001 Directors and Officers Long-Term
Incentive Plan. Members of the Board of Directors, executive officers, key employees and consultants are eligible to
participate in the plan. The Compensation Committee of the Board of Directors selects the participants for the plan.
The plan provides for a number of forms of stock-based compensation, including nonqualified stock options, incentive
- stock options, stock appreciation rights, restricted stock, deferred stock units, performance shares and performance
units, subject to satisfaction of specific performance goals. In addition to shares previously available under this stock
plan that have not been awarded, or that were subject to awards that have been canceled, terminated, forfeited, expired,
settled in cash, or exchanged for consideration not involving shares, up to 3,750,000 additional shares of our common
stock were authorized for issuance through the plan in May 2006. Options to purchase shares are granted at not less
than 100% of the fair market value (average of the high and low trading price) on the date of grant, become exercisable
at such time or times as determined when granted and expire not more than seven years after the date of the grant.
Options granted prior to the amendment of this plan expire not more than ten years after the date of the grant.

1 997Dlrecmr Stock Program .

Under our 1997 Director Stock Program, we grant options to purchase 1,350 shares of our common stock i in the
first year of a director’s term and 450 shares in subsequent years of such term at a purchase price that is not less than
100% of the fair market value on the date of grant. These options become exercisable, in full, six months after the date
of grant and expire ten years and one day after the date of grant. Under this program, we also grant rights to purchase
675 shares in the first year of a director’s term and 225 shares in subsequent years of such term at par value ($1.00 per
share). These shares are subject to transfer restrictions and forfeiture provisions that lapse at the end of the director’s
term.

_ At December 31, 2606, we had a total of 4,116,418 shares of our qommon'stoék available for award under the
2001 Directors and Officers Long-Term Incentive Plan and the 1997 Director Stock Program.

In the event of a change in control of our company, all these stock-based compensation prog,rams have provisions
that may cause restrictions to lapse and accelerate the exermsabmty of outstanding options.

Pursuant to the adoption of SFAS No. 123(R), we recognized stock-based compensation expense of $4.4 '
million related to employee stock options during the year ended December 31, 2006. During the years ended
December 31, 2005 and 2004, there was no stock-based compensation expense for employee stock options, other
than for stock options subject to variable accounting. These stock options subject to variable accounting resulted
from the cancellation and reissuance of stock options during the year ended December 31, 2000. Under APB No. 25
and its related interpretations, the cancellaiion and reissuance of stock options within six months of each other '
triggered mark-to-market accounting. For stock options granted prior to the adoption of SFAS No. 123(R), the
effect on net income and earnings per share, if-we had applied the fair value recognition provisions of SFAS No. 123
to employee stock options, would have been as follows for the years ended December 31, 2005 and 2004:

82




Year Ended December 31,
2005 2004
(In thousands, except per share data)

Net income, as reported $ 197977 $ 61,639
Add back: stock-based compensation ‘

cost included in net income, o

net of related tax effects 12,763 6,018
Deduct: total stock-based compensation

cost determined under fair-value-

based method, net of related tax effects (10,894) (8.964)

Pro forma net income § 199846 $ 58693
Earnings per share: :

Basic, as reported 3 193 3% 0.63

Basic, pro forma. $ 195 § 0.60

. Diluted, as reported $ 181 $ 0.60

. Diluted, pro forma $ - 18 % 0.57

" For our other stock-based compensation awel:ds, such as restricted stock and performance units, the adoption of
SFAS No. 123(R) did not significantly change our accounting policies for the recognition of compensation expense,
as we have recognized expense for those awards in prior periods. Total compensation expense recognized for the
years ended December 31, 2006, 2005 and 2004 was as follows:

- Compensation Tax . Net
Expense Benefit Impact

(In thousands)

" Year Endedbecember 31, 2006

Stock Options - T $ 4352 S (971) $ 3,381
Restricted Stock 1,199 (122) 1,077
Performance Shares 4,826 (1,329) 3,497
Performance and Deferred
Stock Units __ 8434 {2,195) __6.239
TOTAL ' $ 18811 f461 ¥ 14,194
. Year Ended December 31, 2005
Repriced Stock Options $ 279 $ (59 % 220 <
Restricted Stock - o 561 (133) 428 :
Performance and Deferred T . . o
Stoc_k Units - 812 (209 603
TOTAL . S, s1sm $won  s1asl
Year Ended December 31, 2004
Repriced Stock Options -, 8§ 2,959 5 (737 $ 2,222
" Restricted Stock 3415 (865) 2,550
Performance and Deferred .
Stock Units 270 (74) 196
TOTAL . uﬁi. i(.l..ﬁl@ 3 4968

™

+ LESRN
I

The impact on basic ¢ earmngs per share of stock-based compensation expense recognized for the years ended
December 31,2006, 2005 and 2004 was $0:13, $0.01 and $0.05 per share, respectively, and on diluted eammgs per
share was $0. 12 $0 01 and $0.05 per share, respectwe]y

As of December 31, 2006, total unrecogmzed estimated compensation expense related to nonvested awards was
$14.7 million, net of estimated tax benefits of $6.9 million. The total gross unrecognized estimated compensation
expense of $21.6 million consists of $3.6 million for stock options, $0.2 million for restricted stock and $17.8
million for performance shares, which are expected to be recognized over weighted average periods of 0.9 years, 0.2
years and 2.4 years, respectively. Performance and deferred stock units are marked-to-market at the end of each
quarter, so there was no unrecognized compensation expense as of December 31, 2006.
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Stock Options :
The fair value of each optlon gram was estimated at the date of grant using Black-Scholes, with the followmg
weighted-average assumptions:

Year Ended December 31,

2006 2005 2004
Risk-free interest rate : 4.99% 3.90% 3.25%
Expected volatility : 0.50 0.71 - -0.68
Expected life of the option in years . 494 570 645 -
Expected dividend yield "- - : 0.0% 0.0% ©0.0%

+ The risk-free interest rate is based on the implied yield on a U.S. Treasury zero-coupon issue with a remaining
term equal to the expected life of the option. The expected volatility is based on historical implied volatility from
-publicly traded options on our common stock, hjstorical implied volatility of the price of our common stock and other
factors. The expected life of the option is based on observed historical patterns. The expected dividend yield is based
on the projected annual dividend payment per share divided by the stock price at the date of grant. This amount is zero
because we have not paid cash dividends for several years and do not expect to pay cash dividends at this tifne.

The following table summarizes activity for our stock opt:ons for the year ended December 31, 2006 (share data in
thousands):

Weighted-
Weighted- Average Aggregate
Number Average Remaining Intrinsic
of Exercise Contractual Value

'_Shares Price Term {in millions)
Outstanding, beginning of year - _.6,577 3 7.93
Granted . "6 41.88
Exercised (2,979) 7.12
Cancelled/expired/forfeited (75y - 9.05 '
Outstanding, end of year 3529 § 865 5.9 Years $ 1458
Exercisable, end of year . ) 572 % 812 5.2 Years $ 107.7.

The aggregate intrinsic value included in the table above represents the total prelax mtrmsw value that would have
been received by the option holders had all option holders exercised their options on December 31, 2006. The intrinsic
value is calculated as the total number of option shares multiplied by the difference between the closing price of our
commen stock on the last trading day of each period and the exercise price of the options. This amount changes based
on the fair market value of our common stock. )

The weighted average fair'va]ue of the stock options granted in the yeats ended December 31, 2065, 2005 and
2004 was $20.63, $20.65 and $8.21, respectively. The total fair value of shares vested during the years ended
December 31, 2006, 2005 and 2004 was $5.0 million, $6.7 million and $9.1 million, respectively.

During the years ended December 31, 2006, 2005 and 2004, the total intrinsic value of stock options exercised was
$102.4 million, $71.0 million and $1.8 lTlllllO]'l respectively. We recorded cash received in the years ended December
31, 2006, 2005 and 2004 from the exercise of these stock options totaling $21.5 million, $53.0 million and $2.9 million
respectively. The actual tax benefits realized related to the stock options exercised during the years ‘ended December’
31, 2006, 2005 and 2004 was $17.9 million, $14.2 million and $0.4 million, respectively. The total tax benefits
realized for the years ended December 31, 2006, 2005 and 2004 does not include approximately $14.3 million related
to JRM, as this total amount has been deferred until utilization of the net operating losses causes the bénefits to be
realized. See Note 4 for additional information related to JRM’s net operating losses.
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Restricted Stock :
Nonvested restricted stock awards as of December 31, 2006 and changes during the year ended December 31,
2006 were as follows (share data in tho_usands) Co . ' '

! - v P i

T Weighted-.
Number Average y M
of . Grant Date ' o ) ]
Shares’ Fair Value - ' - T

Nonvested beginning of year 1,064 S 706 ¢ - - A

' 'Granted S . 4555 i L
" Vested I 1) B 944 T
" - Cancelled/forfeited B : {4) © 6.01 o C
‘Nonvested, end of year . 712 S 6.78 N
Performance Shares . Tt

Nonvested performance share awards as of December 31, 2006 and changes dunng the year ended December
31, 2006 were as follows'(sharé data in thousands): :

. Weighted-

,.Number Average
. . of Grant Date **
: Sharesr . Fair Value
. L. X
Nonvested, beginning of year .- - : ) o
, Granted o : 483 4676 Lo . e
-Vested . Ce CL - ce T ) : .
Cancelled/forfeited C (3) 46.72
Nonvested, end of year- 480 § 46.76

There were no shares vested during the years ended December 31, 2006, 2005 and 2004.

-

' Performance and Deferred Stock Units | .
Nonvested performance and deferred stock unit awards as of December 31 2006 and changes during the year
- ended December 31, 2006 were as follows (share data in thousands) L . L .

)

. o, ‘ Aggregate 7 ‘ \
1'._ Number Intrinsic ‘
of Value o S "
Units {in milliohs)

, Nonvested begmnmg of year 693 e et ' ‘
.Granted _ 187 PRI . : '

" Vested ) : - (781) ' ,
Cancelled/forfeited (N ' o : ‘
Reconsolidation of B&W ‘162 ‘ ' .
Nonvested, end end of vear . 260 $ 130 .- SR S S

The aggregate intrinsic value mc]uded in the table above represents the total pretax 1ntr|nsrc value recorded asa,
tiability at December 31, 2006 in the consolidated balance sheets. During the year ended December 31, 2006, we paid
$26.2 million for the settlement of vested performance and deferred stock units. There were no such settlements. durmg

. the years ended December 31,2005 and 2004, | ! R P :

N . - . ’ - PR 0
P ) A . » * . l L)

- -
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Thrift Plan

On November 12, 1991, 7,500,000 of the authorized and unissued shares of MII common stock were reserved for
issuance for the employer match to the Thrift Plan for Employees of McDermott Incorporated and Participating
Subsidiary and Affiliated Companies (the "Thrift Plan"). On October 11, 2002, an additional 7,500,000 of the
authorized and unissued shares of MII common stock were reserved for issuance for the employer match to the Thrift
Plan. Those matching employer contributions equal 50% of the first 6% of compensation, as defined in the Thrift Plan,
contributed by participants, and fully vest and are nonforfeitable after three years of service or upon retirement, death,
lay-off or approved disability. The Thrift Plan allows employees to sell their interest in MH’s common stock fund at
any time, except as limited by applicable securities laws and regulations. During the years ended December 31, 2006,
2005 and 2004, we issued 236,930, 365,772 and 936,242 shares, respectively, of MII's common stock as employer
contributions pursuant to the Thrift Plan. At December 31, 2006, 3,383,005 shares of MII's common stock remained
available for issuance under the Thrift Plan.

e . -

NOTE 10 - CONTINGENCIES AND COMM[TMENTS
: oo - . Lo : et PR !
Investigations and Litigation - . : L Do

Antitrust Litigation

In June 1998, Shell Offshore, Inc. and several related entities ﬁled a lawsuit in the U.S. District Court for the
Southern District of Texas against MIL, JRM, M1, certain J RM subsidiaries and others, including Heerema Marine
Contractors (“Heerema”), alleging that the defendants engaged in anticompetitive acts in violation of Sections 1 and 2
of the Sherman Act (the “Antitrust Litigation”). Subsequently, the following parties (acting for themselves and, in
certain cases, on behalf of their respective co-venturers and for whom they operate) intervened as plamtlffs in the
Antitrust Litigation: Amoco Production Company and B.P. Exploration & Oil, Inc.; Amerada Hess Corporation;
Conoco Inc. and certain of its affiliates; Texaco Exploration and Production.Inc. and certain of its affiliates
(collectively, “Chevron Texaco™); EIf Exploration UK PLC and EIf Norge a.s.; Burlington Resources Offshore, Inc.;
The Louisiana Land & Exploration Company; Marathon Oil Company and certain of its affiliates; VK-Main Pass
Gathering Company, L.L.C.; Green Canyon Pipeline Company, L.L.C.; Delos Gathering Company, L.L.C.; Chevron
U.S.A. Inc. and Chevron Overseas Petroleum Inc.; Shell UK. Limited and certain of its affiliates; Woodside Energy,
Ltd; and Saga Petroleum, S.A. Also, in December 1998, Total Oil Marine p.1.c.’and Norsk Hydro Produksjon as.,
individually and on behalf of their respective co-venturers, filed simildr lawsuits in the same court, and those lawsuits
were consolidated with the Antitrust Litigation. In addition to seeking injunctive relief, actual damages and attorneys’
fees, the plaintiffs in the Antitrust Litigation made a claim for treble damages and interest. In December 2003,
Chevron Texaco also filed suit in the High Court of London alleging antitrust mJury regardmg seven projects
completed in the perlod from 1993 to 1997.

In November 2006, we entered into a sttlement which provides a full and final release of the Antitrust Litigation,
including the suit in London, and which also resolved the related Petronius nganon All-payments under the
settlément have been made, and the suits have been dismnissed. .

Petronius Litigation .

In December 1998, a subsidiary of JRM (the “Operator Subsidiary”) was in the process of installing a module on
the Petronius platform in the Gulf of Mexico for Texaco Exploration and Production, Inc. (“Texaco™) when the main
hoist load line failed, resulting in the loss of the module. In December 1999, Texaco filed a lawsuit in federal district
court-in Louisiana seeking consequential darages for delays resulting from the incident, as well as costs incurred to
complete the project with another contractor and uninsured losses. Both the Operator Subsidiary and another subsididry
of JRM, the owner of the vessel that attempted the lift of the deck module (the “Owner Subsidiary™), were defendants '
in this litigation. In addition to Texaco’s claims in the federal court proceeding, damages for the loss of the module
were sought by Texaco’s builder’s risk insurers in claims against the Owner Subsidiary and several other defendants.
Total damages sought by Texaco and its builder’s risk insurers in the proceeding approximated $280 million. The
Operator Subsidiary initiated an arbitration proceeding under the arbitration prov1snons of the mstallatlon contract to
collect $23 million due for work performed under the contract.
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The settlement of the Antitrust Litigation, noted ftbove includes a settlement of the Petronius Litigation, and
- this matter has been fully and finally resolved e e

'l

Apollo/Park.s Township Claims - Hall Litigation + - [} = ¢

On June 7, 1994, Donald F. Hall, Mary Ann Hall and others filed suit against B&W and Atlantic thhf'teld
Company (*ARCO") in the United States District Court for the Western District of Pennsyivania. The suit, which
has been amended from time to time, presently involves approxrmately 500 separate claims for compensatory and
punitive damages relating to the operation of two nuclear fuel processing facilities located in Apollo and Parks
Township, Pennsylvania (the “Hall Litigation™). The plaintiffs in the Hall Litigation allege, among other things, that
they suffered death, personal injury, property damage and other damages as a result of radioactive emissions from
these facilities. In September 1998, a jury found B&W and ARCO liable to eight plaintiffs in the first cases brought
to trial, awarding $36.7 million in compensatory-damages: In the course of that trial, B&W settled all pending
punitive damages claims’in the Hall Litigation for $8.0 million. In June 1999, the Court set aside the $36.7 million
judgment and ordered a new trial on all issues. In November 1999, the Court allowed an interlocutory appeal by the
plaintiffs of some of the issues, including the granting of the new trial and the Court’s rulings on specified
evidentiary matters, which, followmg B&W’s Chapter 11 bankruptcy filing, the’ l'hrrd C1rcu1t Court of Appeals
declined 1o accept for review. :

e 1 v + N ' .- o - . _' . .

B&W 5 Chapter 1 plan.of réorganization did not inipair the claims against'B&W for nuclear-related injuries -
allegedly arising from the operation of the nuclear-fuel processing facilities in Apolio and Parks Township,
including the claims asserted in the Hall Litigation (the “Apollo/Parks Township Claims™), which were permitied to
pass through the bankruptcy proceeding unaffected by it. Nevertheless, during the process of confirmation of that
plan, B&W, representatives ofithe individuals who have asserted Apollo/Parks Township Claims in the pending Hall
Litigation and ARCO negotiated a form of settlement agreement-in the context of the B&W Chapter 11 proceedings
(the “Disputed Agreement’), which was approved by the Bankruptcy Court, subject to'certain conditions, at-the
same time that the B&W plan of reorganrzatron was confirmed. That Dtsputed Agreement contemplated, among

other things, that: “ . . . . “ . _ R

+

. B&W and ARCO would be provrded full and complete releases with respect to all Apcllo/Parks lownshtp

Claims from each of the “Apollo/Parks Township Releasors™ (as that term was defined in the form of
settlement agreement generally to mean the existing claimants in the Hall Litigation and other Apollo/Parks
. Township present clarmants that are represented by counsel for the clatmants in the Hall Litigation);
.. o i . R
*+ ARCO would make a $27.5 mtllton cash payment to the Apo]lo/Parks Townshtp Releasors after all
conditions precedent to such payment, as set forth in the form of settlement agreement have occurred,
T 1A I
" B&W would make a $47 5 million cash payment to the Apollo/Parks Township Releasors’ after all
‘conditions precedent to such paymem as set-forth in the form of séttlement agreement, have occurred
This amount has been included in Other Ltabtltttes on our consolldated balance sheets -

N ~a . ’

«  B&W would make a $]2 5 million payment to the Apollo/Parks Townshrp Releasors on the third

anniversary of the'effective date of the Plan, ‘or afier all conditions precédent to such payment, as set forth -

in the form of settlement agreement, have occurred This amount has been mcluded in Other Ltabtlrues on
our consolidated balance sheets; and RN :

B&W and ARCQ would retain' all‘insurance rlghts relating to all Apollo/ParkS?Township Claims,

" After the B&W plan of reorgamzatton becamie effective, counsel for the Hal! Claimants Were unwrllmg to proceed

with the Dtsputed Agreement as drafted, and B&W and ARCO filed a Jomt motion with the Unlted States Bankruptcy )

Court for the Eastern District of Louisiana; the court which presided ovér the B& W' Chapter 11 proceedings, to enforce
the settlement. ‘In February 2007, the Bankruptcy Court denied B&W’s motion to enforce the settlement agreement.

These claifis will niow proceéd through theé'litigation process before the Pennsylvania Couirt. Trial of the claims of the *

original eight plaintiffs has been'set by the Pennsylvania Court for November 3, 2007 before-a jury:

We believe these claims will be resolved within the limits of coverage of our insurance policies. . However,

. should any judgment on these claims prove excessive, or additional future claims be asserted, there may be an issue

4
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as to whether our insurance coverage is adequate, and we may be materially and adversely impacted if our.liabilities’
exceed our coverage and the amount we have reserved for these claims.

See Note 20 for additional information on B&W’s Chapter 11 proceedings.
Cirgo nganan and Settlement

On August 13, 2003 a proceeding emltled Citgo Petroleum. Corporanon and PDV Midwest Refinery L.L.C. v.
McDermott International, Inc, er al.; (the “Citgo Action™) was filed in the Circuit Court of Cook County, [llinois,
alleging claims against B&W, Mil, JRM, MI, and J. Ray McDermott, Inc. (“JRMI”)'for damages in connection with
the manufacture and sale by a former B& W division of a pipe fitting facility in 1981 that allegedly caused an August
14, 2001 fire at a refinery in the Chicago, [llinois area, which refinery is owned and operated by the plaintifis.
Citgo’s insurers and Certain Underwriters at Lloyd’s, London (“Lloyd’s™) intervened in the Citgo Action for
recovery of amounts they paid to Citgo under business interruption policies. Plaintiffs sought damages of . '
approximately $600 million, including claims for damage to property and consequential damages. In October 2004,
Citgo’s claims against MII, JRM, JRMI and MI were dismissed by the court without prejudice to the ability of
plaintiffs to refile such claims against those entities' upon the showing of appropriate evidence. On March 2, 2005,
B&W filed a third-party claim against the former owner of the refinery, Unocal Corporation, seeking contribution. -
and indemmnity, which claim was dismissed by the Court in November 2005. B&W appealed that decision and the
court of appeals upheld the dismissal. B& W subsequently filed an appeal with the Supreme Court of [llinois. - Trial
of the Citgo Action commenced before a jury on October 2, 2006, and on November 6, 3006, judgment was entered
against B&W in.the amount of approx1mately $387.5 million.

‘Although we have insurance that provides coverage for claims of the nature asserted in this matter up to limits
of liability of $375 million, subject to certain terms and conditions, our third layer excess.insurer, which provides.
%125 million in coverage for liability in excess of $200 million, denied coverage on the basis of an alleged failure to
give timely notice of the ¢laim under policy and our fourth layer excess insurers, American Home Assurance
Company and Navigators Insurance Services of Texas, Inc. (collectively, “AHAC"), which provide $50 million in. -
coverage for liability in excess of $325 million, initially reserved their rights to deny coverage and are now seeking
a judicial declaration that there is no coverage under the policy, in a lawsuit entitled Aierican Home Assurance
Company, et al. v. The Babcock & Wilcox Company, in the United States District Court for the Eastern District of -
New York. B&W filed suit against AHAC in Civil District Court for the Parish of Orleans, State of Louisiana,
seeking a judicial declaration of coverage and damages for bad faith in handling the claim. B&W has also filed suit
against our broker for loss of the insurance coverage in the event that any of the insurers providing this coverage are
successful in a denial of coverage. - : , 1 .

In December 2005, with Bankruptcy Court approval, B&W entered into a settlement agreement limiting its
exposure under the Citgo Action (“Original Settlement”). Under the terms of the Original Settlement, B& W paid
$£7.5 million as directed by the plaintiffs upon the effective.date of the plan of reorganization. In addition, the
Original Settlement provided that should the plaintiffs be awarded damages in excess of $250 million in these
proceedings, B&W would be obligated to pay the damages in excess of $250 million subject to a maximum of $42.5
million. This $42.5 million amount, which was not recorded in our financial statements, would be payable by B&W
only after all rights and claims are exhausted against B&W’s insurers and its broker. In addition, we agreed with
our excess casualty insurers that in the event they are required to pay in excess of $ 15 million to resolve the Citgo .
Action, we would pay a loss penalty premlum over four years.

In February 2007, we entered into a final setllement of the Citgo Action (“Final Settlement™) which prov1des
that in lieu of the Original Settlement potential payment by B&W of an additional amount up to $42. 5 million,
B&W will pay $10 million to the plaintiffs and assign its rights against Unocal Corporation, our broker and our third
and fourth layer insurers to the plaintiffs. In.the event of any recovery. from our broker or our third layer insurer, |
B&W wili be entitled to 33.3% of such amourits up to full recovery of jts $10 million payment to the plaintiffs. .In
accordance with the terms of the Final Settlement, B& W has paid $10 million to the plaintiffs. Addmonally, our
€xCcess casualty insurers have advnsed us that they beheve the loss penalty premium described above remains:’
payable over four years. g _ ) “ :




Other Litigation and Setrlements
On or about August 23, 2004, a declaratory judgment action entitled Certain Underwriters at Lloyd's London, et al
v. J. Ray McDermott, Inc. et al, was filed by certain underwriters at Lloyd’s, London and Threadneedle Insurance
Company Limited (the “London Insurers™), in the 23rd Judicial District Court; Assumption Parish, Louisiana, against
MII, JRMI and two insurer defendants, Travelers and INA, seeking a declaration that the London Insurets have no
obligation to indemnify MII and JRMI for certain bodily injury claims, including claims for.asbestos and welding rod .
fume personal injury which have been filed by claimants in various state courts, and an’ environmental claim involving
B&W. Additiohally; Travelers filed a cross-claim requesting a declaration of non-coverage in approximately 20
underlying matters. This proceeding was stayed by the state court on January 3, 2005 based on the consideration of
certain of the claims in litigation pending before the 58th Judicial District Court of Jefferson County, Texas, in a matter
entitled Benoit, et al., v. J. Ray McDermott, Inc., et al. The London Insurers, Travelers and INA have filed motions for
recons:deratlon of the January 3, 2005 stay order. . E B ,
On June 1 2005, a proceeding enmled Iroquois Falls Power Corpv. . Jacobs Canada Inc., et al., was ﬁled in the
Superior Court of Justice, in Ontario, Canada, alleging damages of approximately $16 million (Canadian) for
remedial work, loss of profits and related engineering/redesign costs due to the alleged breach by Jacobs Canada
Inc. (formerly Delta Hudson Engineering Limited ("Delta")), of its engineering design obligations relating to
the supply and installation of heat recovery steam generators (“HRSGs"). In addition to Jacobs, the proceeding
names as defendants MI, which provided a guarantee to certain obligations of its then affiliate, Delta, and two '
bonding companies with whom MII entered into an indemnity arrangement. Pursuant to a subcontract with
Delta, B&W supplied and installed the HRSGs at issue. Discovery is ongoing, and no trial date has been set. We'
plan to vigorously defend the matter. However, the ultimate outcome of these proceedings is uncertain, and an adverse
ruling could have a material adverse 1mpact on our consolidated financial posmon results of operations, and cash flows.

In the proceedmg entitled Amome etal. vs. J. Ray McDermott Inc etal, ﬁled in the 24™ Judicial District
Court, Jefferson Parish, Louisiana by approximately 88 plaintiffs against approximately 215 defendants, including
JRMI and Delta Hudson Engineering Corporation (*“DHEC"), another affiliate of ours, the plaintiffs generally
alleged injuries for exposure to asbestos, and unspecified chemicals, metals and noise while the.plaintiffs were
allegedly employed as Jones Act seamen. -Approximately 70 plaintiffs alleged employment by JRMI or DHEC in
that capacity. In early 2006, JRMI and DHEC filed various motions, including a motion to dismiss asserting that the
plaintiffs’ claims were improperly joined together, which motion was granted by the court on January 10, 2007.
Plaintiffs’ claims have been dismissed without prejudice to their right to refile their claims. .

In 2003, we received a favorable arbitration award for one of our claims related to a project in India completed
in the 1980s. The award, which with interest and costs is approximately $50 million, was appealed to the Supreme
Court of India. On May 28, 2003, we received a favorable award for the remainder of our claim in the approximate
amount of $48 million, including interest and costs, which was also appealed. The Supreme Court of India heard the
consolidated appeat in late October 2005 and, in May 2006, issued a decision reducing the total of the awards to
approximately $90 million, including-interest and costs, but otherwise affirming the awards. The Defendants
applied for rehearing of this decision, which was denied in October 2006, We intend-to institute and vigorously
pursue collection efforts. We have not recognized as income > any amounts associated with elther award, as
collection of these amounts is uncertain. . o A

Additionally, due to the nature of our business, we are, from time to time, involved in routine litigation or
subject to disputes or claims related to our business activities, including, among other things

» performance or warranty-related matters under our customer and supplier contracts and other business

arrangements; and

e  other workers’ compensanon clalms—'Jones Act claims, premises liability claims and other claims.
In our management's opinion, based upon our prior experience, none of these other litigation proceedmgs dlsputes '
and claims will have a material adverse effect on our consolidated financial pos1t10n results of operatlons or cash
flows. ’ : . .

Environmental Matters -

We have been identified as a potentially responsible party at various cleanup sites under the Comprehensive
Enwronmental Response, Compensatlon and Llablllty Act as amended (“CERCLA”) CERCLA and other
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environmental laws can impose liability for the entire cost of cleanup on any of the potentially responsible parties,
regardless of fault or the lawfulness of the original conduct. Generally, however, where there are multiple responsibie
parties, a final allocation of costs is made based on the amount and type of wastes disposed of by each party and the
number of financially viable parties, although this may not be the case with respect to any particular site. We have not
been determined 10 be a major contributor of wastes to any of these sites. On the basis of our relative contribution of
waste to each site, we expect our share of the ultimate liability for the various sites will not have a material adverse -
effect on our consolidated financial position, results of operations or liquidity in any given year.

The Department of Environmental Protection of the Commonwealth of Pennsylvania ("PADEP") advised B&W in
March 1994 that it would seek monetary sanctions and-remedial and monitoring relief related to the Parks Facilities,
The relief sought related to potential groundwater contamination resulting from previous operations at the facilities. -
BWXT now owns these facilities: PADEP has advised BWXT that it does not intend to assess any monetary sanctions,
provided that BWXT continues its remediation program for the Parks Facilities,. Whether additional nonradiation
contamination remediation will be required at the Parks facility remains unclear. Results from sampling completed by
BWXT have indicated that such remediation may-not be necessary: BWXT continues to- evaluate closure of the
groundwater issues pursuant to Pennsylvama 5 Act 1. '

We perform SIgruﬁcant amounts of work for the US. Govemment under both prime contracts and subcorm'acts
and operate certain facilities that are licensed to possess and process spemal nuclear materials, As a result of these
activities, we are subject to continuing' reviews by governmental agencies, 1nc|udmg the Environmental Protection
Agency and the NRC ' . ¢ -

The NRC’s decommissioning regulations requires BWXT to provide financial assurance that it will be able to pay
the expected cost of decommissioning their facilities at the end of its service lives. BWXT will continue to provide
financial assurance aggregating $24.5 million during the year ending December 31, 2007 with existing letters of credit
for the ultimate decommissioning of all their licensed facilities, except one. This facility, which represents the largest
portion of BWXT's eventual deconnmssmmng costs, has provisions in its government contracts pursuant to Wthh all -
of its decommlssmmng COSts and ﬁnanc1al assurance obllganons are covered by the DOE

At Decémber 31, 2006 and 2005, we had total envnronmental reserves (1ncIud1ng prov1510ns for the famhhes
discussed above) of $18.6 million and $14.9 million, respectively.  Of our total environmental reserves at December 31,
2006 and 2005, $9.6 million and $5.8 million, respectively, were included-in current liabilities [nherent in the estimates
of those reserves and recoveries are our expectations regarding the levels of contamination, decommissioning costs and
recoverability from other parties, which may vary significantly as decommissioning activities progress. Accordingly,
changes'in estimates could result in material adjustments to our operating results, and the ultimate loss may differ -
materially from the amounts we have provided: for in our consohdated financial statements.

Operating Leases _ ) R ‘ : : Co S
Future minimum payments required under operating leases that have initial or remaining noncancellable lease

terms in excess of one year at December 31, 2006 are as follows (in thousands): ‘

P
- L0

Flsca! Year Ending December 31, ' Amount
2007 ) $ 9,307
© 2008 : $ 10878 -~ . , o«
. 2009 . $ 4,721 :
2010 ., $ 3,588 -
- 2011 $ 2269 T

t

. thereafter ., © °  §$.7025 . o

“Total rental expense for the years ehded December 31, 2006, 2005 and 2004 was $52.0 million, $33.1 miillion and
$49.0 million, respectively. These expense amounts include contingent rentals and are net of sublease income, neither
of which is material.

Other "

One of B&W's Canadian subsidiaries has received notice of a possible v;farfanty claim on one of its projects on
a contract executed in 1998. This project included a limited-term performance bond totaling approximately $140
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million for which MIl entered into an indemnity arrangement with the surety underwriters. At this time, B&W's
subsidiary continues to analyze the facts and circumstances surrounding this issue. It is possible that B&W's
subsidiary may incur warranty costs in excess of amounts provided for as of December 31, 2006. It is also possible
that a-claim could be initiated by the B&W subsidiary’s customer against the surety underwriter should certain
events occur. If such a claim were successful, the surety could seek to recover from B&W’s subsidiary the costs -
incurred in satisfying the customer claim. If the surety seeks recovery, from B&W’s subsidiary, we believe that
B&W’s subsidiary would have adequate liquidity to satisfy its obligations. However, the ultimate resolution of this
possible claim is uncertain, and an adverse outcome could have a material adverse impact on our consohdated
financial position, results of operations and cash flows. '

We have been advised by the Internal Revenue Service (“IRS™) of potential proposed unfavorable tax
adjustments related to the 2001 through 2003 tax years. We have reviewed the IRS positions and disagree with
certain proposed adjustments. Accordingly, we have filed a protest with the IRS regarding the resolution of these
issues. We have provided for amounts that we believe will be ultimately payable.under the proposed adjustments;
however, these proposed IRS adjustments, should they be sustained, would result in-a tax liability of approximately
$25 million in excess of amounts provided for in our consolidated financial statements. In addition to this IRS
matter, refer to Note 12 for information on the potential uncertainties associated with our reorganization of the MI
and JRMH U.S. tax groups. - .. . . ‘- . - .

NOTE 11 - RELATED-PARTY TRANSACTIONS

We are a large busmess organlzatlon with worldw1de operations, and we engage in numerous purchase sale and
other transactions annually. We have various types of business arrangements with corporations and other orgamzatlons
in which an executive officer, director or nominee for director may also be a director, executive or investor, or have
some other direct or indirect relationship. We enter into these arrangements in the ordinary course of our business, and
they typically involve us receiving or providing some good or service on a nonexclusive basis and at arm s—length i
negotiated rates or in accordance with regulated price schedules. ' . V.

Each of Messrs. Wilkinson, Easter, Kalman, Nesser and Sannino has irrevocably elected to satisfy withholding
obligations relating to all or a portion of any applicable federal, state or other taxes that may be due on the vesting in
the year ending December 31, 2007 of certain shares of restricted stock awarded under various long-term incentive
plans by returning to us the number of such vested shares having a fair market value equal to the amount of such taxes.
These elections, which apply to an aggregate of 75,000, 12,000, 60,000, 31,500 and 24,000 shares vesting in the year
ending December 31, 2007 and held by Messrs. Wilkinson, Easter, Kalman, Nesser and Sannino, respectively, are
subject to approval of the Compensation Committee of our Board of Directors, which approval was granted. In the
year ended December 31, 2006, each of Messrs. Wilkinson, Kalman, Nesser and Sannino made a similar election o
which applied to an aggregate of 82,500, 7,500, 42,750 and 27,525 shares, respectively, that vested in the year ended
December 31, 2006. Those elections were also approved by the Compensation Committee. We expect any transfers
reflecting shares of restricted stock returned to us will be reported in the SEC filings made by those transferring holders
who are obligated to report transactions in our securities under Section 16 of the Securities Exchange, Act of 1934,
See Note-3 for additional transactions with unconsolidated affiliates.

‘

NOTE 12 - RISKS AND UNCERTAINTIES

. r X X B . v e
As of December 31, 2006, in accordance,with the percentage-of-completion method of accounting, we have
provided for our estimated costs to complete all of our ongoing contracts. However, it is possible that current estimates
could change due to unforeseen events, which could result in adjustments to overall contract costs. The risk on fixed- -
priced contracts is that revenue from the customer does not rise to cover increases in our costs. It is possible that current
estimates could materially change for various reasons, including, but not limited to, fluctuations in forecasted labor
productivity, pipeline tay rates or steel and other raw material prices. Increases in costs on our fixed-price contracts
could have a material adverse impact on our consolidated resuits of operations, financial condition and cash flows.
Alternatively, reductions in overall contract costs at completion could materially improve our consolidated results of
operations, financial condition and cash flows.

At December 31, 2006, JRM had approximately $28 million in accounts and notes receivable due from its
former joint venture in Mexico. A note receivable is attributable to the sale of JRM’'s DB17 vessel during the quarter
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. ended September 30, 2004. ‘This joint venture has experienced liquidity problems. Recognition of a gain of

approximately $5.4 million on the sale of ‘the DB17 is cmrently being deferred. On'October 17, 2006, JRM reached
an agreement with its partner and terminated JRM’s interest in this joint venture. The financial impact of this
transaction is inctuded in our consolidated resuits of operations. JRM expects to collect all net accounts and notes
receivable’currently owed from this joint venture. In the year ended December 31, 2006, JRM recorded an » .
impairment loss'totaling approximately $16.4 million attrlbutable to currency translation losses recorded in
accumulated other comprehenswe loss. '

In June 2006, B&W was awarded separate contracts to supply eight supercritical, coal-fired boilers and
selective catalytic reduction (“SCR”) systems as part of TXU Corp.’s solid-fuel power generation program in Texas.
The expected revenues from these awards exceeded $1 billion. B&W’s backlog at June 30, 2006 and September 30,
2006 reflected all the TXU awards. B&W has received notice from TXU to suspend activity on five of the eight
boilers and SCR systems. The notifications did not specify the length of the suspensions. The notifications obligate
B&W to suspend performance on these five units. The suspension provisions allow B&W reimbursement of
suspension cost and equitable adjustment to the price, schedule and other relevant terms of the contract. .
Additionally, on February 26, 2007, TXU issued a press release and conducted an investor conference call relating -
to a proposed buyout transaction involving TXU announced on that date. In the investor conference call,
representatives of TXU indicated that it is reducing planned coal-fueled generation units in Texas from eleven to
three and that the permitting process for the eight units to be provided by B&W will be suspended. Because we have
received no cancellation notices from TXU, we have continued to work on the three remaining units which were not
suspended; however, we have excluded the TXU award for the elght units from our ending backlog at December 31,
2006. : : ; X ¢

*

.

The reorganization of the MI and J RMH U.S. tax groups, which was completed on December 31 2006, resulted
in a material, favorable impact on our consolidated financial results for the year ended December 31, 2006.
Although we believe that the tax result of the reorganization as reported in our consolidated financial statements is
accurate, the tax results derived will likely be subject to audit, or other challenge by the IRS. Should the IRS"-
interpretation of the tax law in this regard differ from our interpretation and that of our outside tax advisors, such
that adjustments are proposed or sustained by the IRS, there could be a material adverse effect on our consolidated
financial results as reported and our expected future cash flows. " ‘ :

NOTE 13 - FINANCIAL INSTRUMENTS WITH CONCENTRATIONS OF CREDIT

RIS K ) _ _ '

Our Offshore Oil and Gas Construction segment's principal customers are businesses in the offshore oil, natural

gas and hydrocarbon processing industries and other offshore construction companies. The primary customer of our
Government Operations segment is the U.S. Government (including its contractors). Our Power Generation Systems
segment’s major customers are large utilities. These concentrations of customers may impact our overall exposiire to
credit risk, either positively or negatively, in that our cusiomers may be similarly affected by changes in economic¢ or
other conditions. In addition, we and many of our customers operate worldwide and are therefore exposed to risks
associated with the economic and political forces of various countries and geographic areas. Approximately 43% of our
trade receivables are due from foreign customers: See Note 17 for additional information about our operations in
different geographic areas. We generally do not obtain any collateral for our receivables.

'

We believe that our provision for possible losses on uncollectible accounts receivable is adequate for our credit
loss exposure. At December 31; 2006 and 2005, the allowance for possible losses we deducted from accounts
receivable-trade on the accompanying balance sheet-was $4.1 million and $0.2 million, respectively.

1 '

1
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NOTE 14 - INVESTMENTS .

The following is a summary of our available-for-sale securities at December 31, 2006:

Amortized Gross Gross Estimated
Cost Unrealized Gaing Unrealized Losses - Fair Valye

) . " "(In thousands) :

U.S. Treasury securities and obligations , '

‘of U.S.Government agencies $ 89,557 b <08 (179 § 89378

Morney market instruments ‘
'and short term investments 202,909 712 ) (i) 203,620

_Asset Backed Securities and
Collateralized Mortgage ' '
Obligations - 1,087 - - 1,087 -
Total"” ' L $203s553 0§ 712 $ (180) $ 294,085
* Fair va.’ue of $36.0 million pledged to securiz payments under certain reinsurance agreements. -

The followmg isa summary of our available-for-sale securities at December 31 2005

[

(R Y Amorhzed " Gross ' * Gross Estimated
’ . Cost Unrealized Gains Unrealized Losses Fair Value
{In thousands) .

U.S. Treasury securities and obligations

of U.S. Government agencies § 88,274 h 4 $ (355) § 87,923
Money market instruments

and short term investments 413,021 162 (600) 412,583
Tota]' : $501205 § 166 $ (955) $ 500,506

U Fair value of $41.4 million pledged to secure payments under certain reinsurance agreements.

At December 31, 2006, all our available-for-sale debt securities have contractual maturities pnmanly between
2007 and 2010.

Proceeds, gross realized gains and gross realized losses on sales of available-for-sale securities were as follows:
Y Gross Gross

Proceeds Realized Gains  Realized Losses
(In thousands)

Year Ended December 31, 2006 - $ 1,730,838 $ ‘ 7 $ -
Year Ended December 31, 2005 $11,030,512 § - h) 5
$ -

Year Ended December 31, 2004 ' $ 140,697 $ |

NOTE 15 - DERIVATIVE FINANCIAL INSTRUMENTS

Our worldwide operations give rise to exposure to market risks from changes in foreign exchange rates. We use
derivative fi nan(:lal instruments to reduce the impact of changes in foreign exchange rates on our operating results. We
use these instruments primarily to hedge our exposure associated with revenues or costs on our long-term contracts that
are denominated in currencies other than our operating entities’ functional currencies. We do not hold or issue
financial instruments for tradmg or other speculative purposes.

We enter into derivative financial instruments primarily as hedges of certain firm purchase and sale commitments
denominated in foreign currencies. We record these contracts at fair value on our consolidated balance sheets.
Depending on the hedge designation at the inception of the contract, the related gains and losses on these contracts are
either deferred in stockholders’ equnty {deficit) (as a component of accumulated other comprehensive loss) until the
hedged item is recognized in eamnings or offset against the change in fair value of the hedged firm commitment through
earnings. The ineffective portion of a derivative’s change in fair value and any portion excluded from the assessment -
of effectiveness are immediately recognized in eamnings. The gain or loss on a derivative instrument not designated as
a hedging instrument is also immediately recognized in earnings. Gains and losses on derivative financial instruments
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that require immediate recognition are included as & component of other i mcome "(expense) —net in our consolidated .
statements of income,

At December 31, 2006, we had forward contracts to purchase $211.1 million in foreign currencies (primarily Euro
and Canadian Dollars) at varying maturities through September 2009. At December 31, 2005, we had forward
contracts 1o purchase $67.3 million in f'orelgn currencies (primarily Euro) at varying maturities. At December 31, 2006,
we also had a foreign currency option contracts outstanding 1o purchase 1.3 million Euros at a strike price of 1.30 with
varying expiration dates extending to October 31, 2007. Also at December 31, 2006, we had a foreign currency option
contract to purchase t.5 million Chinese Renminbi at a strike price of 8.0316 with an explranon date,of August 30,
2007. We have designated substantlally all of these contracts as cash flow hedging instruments. For the option
contracts, the hedged risk is the risk of changes in forecasted U.S. dollar equivaient cash flows relatéd to long-term
contracts attributable to movements in the exchange rate above the strike prices. We assess effect;veness based upon
total changes in cash flows of the option contracts. For forward contracts, the hedged risk is the risk of changes in
functional-currency-equivalent cash flows attributable to changes in spot exchange rates of forecasted transactions
related to long-term contracts. We exclude from our assessment.of effectivénéss the portion of the fair value of the
forward contracts attributable to the difference between spot exchange rates and forward exchange rates. At
December 31, 2006 and 2005, we have deferred approximately $9.4 million and ($0.9) million, respectively, of het
gains (losses) on these derivative financial insttuments. Of the deferred amount at December 31, 2006, we expect to
recognize substantially all of it in income over the next 12 months, primarily in accordance with the percentage-of-
completion method of accounting. For the years ended December 31, 2006, 2005 and 2004, we immediately ’
recognized net gains (losses) of apprommalely ($4.1) million, ($0.2) million and $0.5 million, respectively.
Substantially all of these net gains represent changes in the fair value of forward comracts excluded from hedge
effectweness 4 . L

We are exposed to credit-related losses in the event of nonperformance by counterpames fo derivative ﬁnanmal
instruments. We mitigate this risk-by using major ﬁnanc1al institutions with high credit ralmgs

NOTE 16 - FAIR VALUES OF FINANCIAL INSTRUMENTS
We used the followmg methods and assumptions in estimating our fair value disclosures for fi nanc1al mstrumems

Cash and cash equivalents and restricted cash and cash equivalents: The canym;:, amounts we have reported in the
accompanying conﬂohdated balance sheets for cash and cash equivalents approximate their fair values. ‘

Investments: We estimate the fair values of investments based on quoted market prices. For investments for
which there are no quoted market prices, we derive fair values from available yield curves for investments of similar
quality and terms. ‘ ' )

LR

e

Long- and short-term debt: We base the fair values of debt instruments on quoted market prices' Where quoted
prices are not available, we base the fair values on the present value of future cash flows discounted at estimated ,
borrowing rates for similar debt instruments or on estimated prices based on current yields for debt issues of similar’
quality and terms. N a

Foreign currency derivative instruments: We estimate the fair values of foreign currency option contracls and
forward contracts by oblammg quoted market rates: At December 31, 2006, we had net forward contracts outstanding
to purchase foreign currencies, primarily Euro and Canadum Dol]ars wnh a tolal nononal value of $2l 1.1 million and a
total fair value of $1.6 million. ‘ T .

o B . .o
ot L PR '
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The estimated.fair valués of our financial instruments are as follows: * ‘ ' -

December 31, 2006 December 31, 2005
Carrying . Fair | Carrying, ~ ~ Fair
Amount Value ' "Amount ' Value

. (in thousands)
Balance Sheet Instruments”  °

Cash and cash equivalents
Restricted cash and cash equwalents
Investments ;
Debt, excluding capital leases

600,843 3 600,843 § 19263 $ 19,263
106,674 § 106,674 § 154972 § 154972
294,085 $ 294,085 § 500,506 $ 500,506
272,734 § 275648 § 212,111 § 252551

o R I ]

L]

NOTE 17 - SEGMENT REPORTlNd ;

Our reportable segments ate’Offshore Qil and Gas Construction, Government Operations and Power Generation
Systems. The operations of our segments are managed separately and each has unique technology; services and
customer class.

. Offshore Oil and Gas Construction, which includes the results of JRM, supplies worldwide services for the
offshore oil and gas exploration, production and hydrocarbon processing industries and to other offshore.construction
companies. Principal activities include the design, engineering, fabrication and installation of offshore drilling and
preduction platforms, specialized structures, modular facilities, marine pipelines and subsea production systems. JRM
also provides project management services, engineering services and procurement activities.

Govémment Operations supplies nuclear components to the U.S. Government, manages and operates government-
owned facilities and supplies commercial nuclear environmental services and other government and commercial
nuclear services. Government Operations also includes contract research activities. 'I'he Government Operations
segment’s operations are conducted through BWXT.

Power Generation Systems supplies engineered-to-order services, products and systems for energy conversion, and
fabricates replacement nuclear steam generators and environmental control systems. In addition, this segment provides
aftermarket and other services, including replacement parts, engineered upgrades, construction, maintenance and field
technical services to electric power plants and industrial facilities. This segment also provides power through
cogeneration, refuse-fueled power plants and other independent power producing facilities. The Power Generation
Systems segment’s operations are conducted primarily through B& W, which was not consolidated during the years
ended December 31, 2005 and 2004 due to B&W’s Chapter 11 proceedings, We reconsolidated the results of B&W
when B&W emerged from bankruptey, effective February 22, 2006. Our Power Generation Systems segment for
the year ended December 31, 2006 includes approximately ten months (March through December 2006) of results
attributable to B&W. The years ended December 31, 2005 and 2004 do not include any results attnbulable to
B&W. See Note 20 for information on B&W and its subsidiaries.

We account for intersegment sales at prices that we generally establish by reference to similar transactions with
unaffiliated customers. Reportable segments are measured based on operating income exclusive of general corporate
expenses, contract and insurance claims provisions, legal expenses and gains (losses) on sales of corporate assets.
Other reconciling items to income from continuing operations before provision for income taxes are interest income,
interest expense, minority interest and other income (expense) — net. We exclude prepaid pension costs from segment
assets.
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SEGMENT INFORMATION FOR THE YEARS ENDED-DECEMBER 31, 2006, 2005
AND 2004. '

1. Information about Operations in our Different Industry Segments:

Year Ended December 31,
" 2006 2005 2004
’ {In thousands)

REVENUES: I .
Offshore Oi! and Gas Construction $1,610,307 $1,238,870 §$1,357.814
Government Operations - S 630,067 601,042 - 555,093
Power Generation Systems 1,888,636 - -
Adjustments and Eliminations (8,869) 172 3

$4,120,141  §1.839,740 $1,912,910

) Sepment révenues are net of the following intersegment ransfers and other adjustrents:

Offshore Oil and Gas Construction Transfers  $ 7770 % 51 % @)
Government Operations Transfers 784 - . 121 -
Power Generation Systems Transfers 315 - -

Adjustments and Eliminations - ot
. ) ‘ $ 8869 § 172§ {3}
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Year Ended December 31,

2006 2005 2004
(In thousands)
OPERATING INCOME: -

Segment Operating Income (Loss); “ S
Offshore Qil and Gas Construction  § 209,942 & 149,760 $ ,.53,880
Government Operations ) 82,744 . @_]‘,983 76,684
Power Generation Systems 101,904 .~ (891) .~ (888)

L $ 394590 § 216,852 § 129,676

Gains (L:dsseé) o;i_ Asset Disposal and '

Impairments — Net: - .
Offshore Qil and Gas Construction  $§ (16,175) $ . 6445 § 30316
Government Operations 1,123 130 601
Power Generation Systems _ 65 ‘ - 1,612
' 3 (14987) § 6,575 % 32,529

Equity in Income {Loss) from Investees: . R Lo
Offshore Oil and Gas Construction $ (2,882) $ 2818 % . 1,886
Government Operations 27,768 31,258 32,564
Power Generation Systems 12,542 6,447 1,167

$ 37428 % 40,523 % 35617
SEGMENT INCOME: .
Offshore Qil and Gas Construction $ 190,885 § 159,023 $ 86,082
Government Operations 111,635 99,371 109,849
Power Generation Systems 114,511 5:556 . - . 11891
. ‘_S 417,031 § 263,950 "% 197.822
Unatlocated Corporate” * = . (29,949) ©  (39.940) " (49.657)"
‘ ' $ 387082 § 224010 $. 148,165
™ Corporate Departmental Expenses $ (911400 § . (48,422) §  (41,892)

Legal/Professional Services related o . P
Chapter 11 Proceedings : - (11,452) (2,686)

Other Corparate Expenses - -t (14,057) .(13,393) (8.160)

Qualified Pension Plan Expense (4,571) (2,024) (60,830}

(Gain on Settlements and Curtailments of Pension Plans - 1,390 30,060

Insurance-related Items’ ' 4,079 2,221 2111

Gross Corporate General & Administrative -

Expenses (61,689) - (71.680) (81,397)
. General & Adminisirative Expenses )
Allocated to Segments 31,740 31,740 31,740

Total 3 (20949} § (39.940) $ {49.657)
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Year Ended December 31,

‘2006 2005 2004
{In thousands)
SEGMENT ASSETS:
Offshore Oil and Gas Construction  $1,260.473  § 967,230° § 846,253
Govemnment Operations 336,750 300,223 322,454
Power Generation Systems ] 1,433,386 16,101 8,689
- Total Segment Assets B 3,030,609 1,283,554 1,177,396
- Corporate Assets 563,578 384,732 209,536
Total Assets $3,594,187  $1.668,286__ $1,386,932
CAPITAL EXPENDITURES: )
Offshore Oil and Gas Construction § 96,029 $ 37411 $§ 12,645
Government Operations 17,430 © 26,892 . 22,211
Power (Generation Systems 29,635 - -
Segment Capital Expenditures 143,094 64,303 34,856
Corporate Capital Expenditures 2,877 217 999
Total Capital Expendimres(” $ 145971 .8 64,5200 $ 35833

) Total capital expenditures for the year ended December 31, 2006 include approximately $13.3
million of expenditures recorded in accounts payable at December 31, 2006.

DEPRECIATION AND AMORTIZATION:

Offshore Oil and Gas Construction  $ 28,515 § 28,727 § 24,036
Government Qperations 14,833 13,696 12,567
- Power Generation Systems 16,342 - -
Segment Depreciation and Amortization 59,690 42,423 36,603
Corporate Depreciation and Amertization 1,310 1,843 3,690
Total Depreciation and Amortization § 61,000 $ 44266 3§ 40,293
INVESTMENT IN UNCONSOLIDATED AFFILIATES:
Offshore Oil and Gas Construction ~ $ 6,662 % 5812 § 3,567
Government Operations 4,404 - 7,303 2,782
Power Generation Systems 41,570 - 9,754 2,624
. Total Investment in Unconsolidated o
52636 $ 2289 §

Affiliates . $

8,973

I
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2. Information about our Product and Service Lines:

.

-t{ LI

Year Ended December 31,

2006 2005 2004
. {In thousands)
REVENUES: :

Offshore Oil and Gas Construction: : .
Offshore Operations $ 661,231 $ 596,729: § 303,497
Fabrication Operations: 307,759 126,307 408,228

+ - Project Services and .
Engineering Operations 241,102 201,268 32,430
Procurement Activities 417,905 324,993 624,847
Eliminations {17,690) (10,927) {11,188)
: 1,610,307 1,238,870 1,357,814
Government Operations:’ .
Nuclear Component Program 533,468 - 509,560 476,737
Management & Operation Contracts :
of U.S. Government Facilities 10,628 5,594 7,530
Other Commercial Operations 11,879 24,637 17,714
‘Nuclear Environmental Services 44,833 42,174 - 28,152
Contract Research 5,426 9886 .- 10,165
Other Government Operations 25,830 14,082 21,298
Other Industrial Operationis 913 160 et 179
-Eliminations (2,910) (5,051) (6,682)
: - 630,067 601,042 . 555,093
+ ' Power Generation Systems: )
_Original Equipment Manufacturers’ .
Operations _ . 916,889 - -
Nuclear Equipment Operations 135,403 - -
Aftermarket Goods and Services 693,578 - -
Operations and Maintenance 47,057 - -

. Boiler Auxiliary Equipment 106,121 - -

Eliminations (10,412) - -
1,888,636 - -
Eliminations (8,869) (172) RN

b

- $4.120.141  $1.839.740 " $1.912,910
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3. Information about our Operations in Different Geographic Areas:

REVENUES: " e,
Utlited States - .$2,197368 § 688,748 . $1,046,885:
Azerbaijan - 406,510 424,061 - 431,708
Qatar 262,681 174,609 189,301
Saudi Arabia’ 256,484 89,145 - 18,601
Canada 228,246 1768 "
Indonesia 161,023 - 42,743 - 56,798
Thailand - 129,753 52,209 24,460
Vietnam 102,680 . 16,945 4,692
Mataysia 75,513 © - 42,769 . . 375
Sweden 49,286 - -
Denmark 45,438 Lo -
. China 42,199 ., - - -
Mexico 39,204 . 82,697 36,812
Trinidad 27,213 ©o 11,3100, 9
" India 25,752 - 36,993 145,743
France 10,207 . - -
. *Australia . 7,201 84,511 -
. Russia - 4477 89,928 -
Argentina 916 - .- 48 846
Other Countries 47,990 2304 8,680

© ™ We altocate geographic revenues based on the location of the customer.

Year Ended December 31,
2006 . 2005 2004
(In thousands)

1

$4.120,141  $1.839.740 _ $1.912.910

' Year Ended December 31,
oo2006 ' 2008 2004
(In thousands)

PROPERTY, PLANT AND EQUIPMENT, NET: ¥~ - :

- United States $ 279,095 § 193,512 % 157,265
Indonesia 74,259 34,366 21,636
United Arab Emirates 60,707 36,932 36,639
Canada ' 34,529 - -
India 21,183 6,808 37,242
Saudi Arabia 19,667 - -
Denmark 8,403 . - -
United Kingdom 5,340 - -
Mexico 3,523 12,693 35,188
Malaysia 16 31,558 - -
Other Countries 6,772 1,864 9,299

$ 513494 S 317,733 297.269

@ Our marine vessels are included in the country in which thev are operating as of December 31, 2006.

4. Information about our Major Customers:

 In the years ended December 31, 2006, 2005 and 2004, the U.S. Govemmeht accounted for approximately
15%, 31% and 27%, respectively, of our total revenues. We have included these revenues in our Government

Operations segment. In the year ended December 31, 2005, revenue from a distinct customer of our Offshore Oil

and Gas Construction segment was $369.6 million and represented 20% of our total revenues. In the year ended
December 31, 2004, revenues from two distinct customers of our Offshore Oil and Gas Construction segment

dccounted for $424.5 million and $274.9 million, respectively, and represented 22% and 14%, respectively, of our

total revenues.
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NOTE 18 - QUARTERLY FINANCIAL DATA (UNAUDITED)

3
The following tables set forth selected unaudlted quarterly financial mformatlon for the years ended December 31,
2006 and 2005:

.

Year Ended December 31, 2006

. Quarter Ended
March 31, June 30, Sept. 30, Dec. 31,
- 2006 2006 2006 . 2006,
) (In thousands, except per share amounts)
Revenues $ 644,907 $1,048,930 $1,118,260 $1,308,044
Operatmg income $ 66528 $ 111,141 8 123,158 § 86,255
- Equity in income from investees $- 7,547-$%  7,3408 10310 -$ 12,231
Net income $ 54,123 § 45444 5 101,725 $ 141,007
Earnings per common sharé:
Basic: - o '
. Net income ‘ $ 0.50 $ 042 % 093 § 1.28
Diluted: ' _
Net income $ 048 § 040 3 089 $ 1.23

“ncludes equity in income from investees.

Results for the quarter ended June 30, 2006 includes the impact of the expense related to the early retirement of
JRM secured notes totaling approximately $49.0 million. Results for the quarter ended December 31, 2006 included the
impact of the reversal of a federal deferred tax valuation allowance adjustment totaling appr0x1mately $94 1 million.
See Notes 5 and 4, respectwe]y . :

Year Ended December 31, 2005 . :
Quarter Ended

; March 31, June 30,  Sept. 30, Dec. 31, |
- 2005 2005 -2005 2005
(In thousands, except per share amounts)

Revenues ' $ 435959 § 509,650 $ 498237 § 395,894
Operating income $ 39,613 § 54055 $ 74,166 $ 56,176
Equity in income from investees & 9,871 § .7,398 $§ 8953 § 14,301
Net income $ 22436 § 80919 $ 58500 § 36,122
Earnings per common share:
Basic: . :
Net income § o022 8 08 $§ 057 § 034
Diluted: ' - :

*

Net income a § 021 8 075 % 053 % 032

“neludes equity in iicome from irivestees.

v

Results for the quarter ended June 30, 2005 included the impact of the reversal of a federal deferred tax valuation
allowance adjustment totaling approximately $50.4'million. See Note 4.

Quarterly results for the year ended December 31, 2005 include income or ei(penée for the révaluation of certain
components of the estimated settlement cost related to the B&W Chapter11 proceedings, as follows: :

DA ! Income (expense),

e

i X . netoftax . . o
Quaﬂef ended {in millions) Related taxes
March 31, 2005 $0.6 (30.1)
June 30, 2005 ($7.4) $1.1

September 30, 2005 - - . -
" December 31, 2005 - -

101




NOTE 19 - EARNINGS PER SHARE

Y
e

The following table sets forth the computatlon of basic and dlluted earmngs per share

Year Ended December 31, e
2006 2005 2004
(In thousands, except shares and per share amounts)

.Basic:
Income from cdntinuing operatfons B $.329405 § 197873 § . 64,843
Income (loss) from dis¢ontinued operations 12,894 104 (3,204)
Net income for basic computation § 342299 °% 197977 § 61,639
Weighted average L:ommon shares . ‘. ' 108,876,227 102,568,832 98,5'32,'542
Basic"éamings ber common sharé: .
Income from continuing operations . % 302 % 193 § = 066
Income (loss) from discontinued operations ___0.12 ' - (0.03)
Net income , : b 3J4 3 193 § 0.63
Diluted: - _ b
Income from continuing operations $ 329405 $ 197,873 $ 64,843
Income (loss) from discontinued operations . 12,894 104 (3,204)
Net income for diluted computation % 342299 § 197977 § 61,639

Weighted averagé common shares (basic) 108,876,227 102,568,832 98,532,542
Effect of dilutive securities:
Stock options, restricted stock,-and .
performance shares 4.983.165 6,599,933 3.869.655
Adjusted weighted average common shares 113,859,392 109,168,765 102,402,197

Diluted earnings per common share:

Income from continuing operations $ L2900 % 1.81 § 0.63
Income from discontinued operations 0.11 - B (0.03)
Net jpcome ' : - $ 300 § - 181 % 0,60

NOTE 20 - THE BABCOCK & WILCOX COMPANY

A

General

v
]

As a result of asbestos-containing commercial and utility boilers and other products B& W and certain of its
subsidiaries sold, installed or serviced in prior decades, B& W was subject to a substantial volume of nonemployee
liability claims asserting asbestos-related injuries. All of the personal injury claims were similar in nature, the
primary difference being the type of alleged injury or illness suffered by the plaintiff as a result of the exposure to
asbestos fibers (e.g., mesothelioma, lung cancer and other types of cancer, asbestosis or pleural changes).

On February 22, 2000, B&W and certain of its subsu;ilanes filed a voluntary petlthﬂ in the U.s. Bankruptcy

" Court for the Eastern District of Lou151ana (the “Bankruptey:Court”) in New Orleans to reorganize under Chapter 11
of the U.S. Bankruptcy Code. .Included in the filing were B& W and its subsidiaries, Americon, Inc., Babcock &
Wilcox Construction Co., Inc. and Diamond Power International, Inc. (collectively with B&W, the “Debtors”). The
Debtors took this action as a means to determine and comprehensively resolve all pending and future asbestos
liability claims against them. On February 22, 2006, the Debtors emerged from Chapter 11.

u‘
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Plan of Reorganization . Cadd S
v L : o T

During the course of the B&W Chapter |1 proceedings, we engaged in- settlement negotlauons with the.
Asbestos Claimants Committee (" ACC”) and the Legal Representative for Future Asbestos-Related Cla1mants (the
“Future Claimants Representative” or the “FCR™). Those discussions led to-a settlement (the “Settlement™), which -
was embodied-in a plan of reorganization and related settiement agreement, which we and the other plan proponents
" jointly filed with the Bankruptcy Court on September 29, 2005 (the "plan of reorganization"). The plan of =,
reorganization was confirmed on January 17, 2006 by thé.United States District Court for the Easteérn District of . .
Louisiana, was approved by our shareholders on January 18, 2006 and became effective February 22, 2006. . _ .

Under the terms of the plan of reorganization, MH and all of its subsidiaries, including its captive insurers, .and
all of their respective directors and officers, received the full benefit of the protections afforded by Section 524(g) of
the Bankruptcy Code with respect to asbestos-related personal injury claims (other than workers’ compensation
claims) attributable to the business or operations of B&W ar any of its subsidiaries and that are subject 1o the
~]unsdlctlon of, courts in the Umled States . : e

'I'he plan of reor[,amzatmn pr0v1ded for a trust created for the benefit of asbestos personal injury clalmants (the
“Trust™). On February 22, 2006, B&W paid $350 miltion to the Trust. On December 21, 2006, MI paid an
additional $355 million to the Trust. As part of the B&W Chapter 11 plan of reorganization, B&W also-issueda
promissory note 1o the Trust in the aggregate principal amount of $250 million payable, subject to specified
contingencies, on December 1, 2006. On November 30, 2006, B& W borrowed $250 million as a term loan under
the B&W Facility and paid the $250 million to the Trust on December 1, 2006. See Note 5 for additional
information on'the B&W Facility. As of December 31, 2006, all financial obhganons under the B&W Chapter 11
plan of reorgamzatlon were satisfied.

"

We expect these contributions made to the Trust should be tax deductible for the purpose of MI's éonsolidat_ed
U.S. tax return,’except to the extent such contributions consist of insurance proceeds or the transfer of rights under
insurance policies.

As part of the settlement process, the Trust is also entitled to the proceeds of certain insurance policies that
cover, among other things, asbestos claims, which poltmes have an aggregate face value of available limits of
coverage of‘approx1mately $1.15 biltion. .o 3

v
_ The plan of reorganization did not impair the claims against B&W for nuclear- related i injuries allegedly arising
from the operation of the nuclear-fuel processing facilities in Apollo and Parks Township, including the claims asserted
in the Hall Litigation (the “Apollo/Parks Township Claims™), which were permitted to pass through the bankmplcy
proceedmg unaffected by it. ‘See Note 10 for additional information regardmg the Hall thlganon <

'|

Accoummg Trealmem "

As a result of the Chapter 11 filing, beginning on February 22, 2000, we stopped consolidating the results of
operations of B&W and its subsidiaries in our financial statements, and we began accounting for our investment in
B&W under the cost method. The Chapter 11 filing, along with subsequent filings and negotiations, led to increased
uncertainty with respect to the amounts, means and timing of the ultimate settlement of asbestos claims and the
recovery of our investment in B&W. Due to this increased uncertainty, we wrote off our net investment in B&W in
the quarter ended June 30, 2002, The total impairment charge of $224.7 million mcluded our investment in B&W of
$187.0 mllllon and other related assets totalmg $37.7 million.

On December 19, 2002, in connection with the filing of documentation in the Chapter 11 proceedings relating
1o a previously proposed settlement, we determined that a liability related to that proposed settlement was probable
and that the amount of that liability was reasonably estimable. Accordingly, as of December 31, 2002, we |
established an estimate for the cost of settlement of $110 million, including tax expense of $23.6 million, reﬂectmg
the present value of our conlemplated contributions to the trusts. This estimate had been adjusted since 2002
through June 30, 2005 based on the provisions of the previously proposed settlement, and a liabitity of $146.7
million was recorded at June 30, 2005. This llablllty remained frozen through the date B&W emerged from Chapter
t. (See discussion below. )
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Under the terms of the Settlement and the plan of reorganization, Ml was allowed to maintain its equity.in
B&W and reconsolidate B&W’s operations as of February 22, 2006. Based on the Seitlement and the plan of
reorganization and the.fact that we reacquired control of B&W, we accounted for the difference between the
carrying amount of our investment in B&W and B&W s net assets in‘a manner similar to a step acquisition. Our
investment in B&W consists of the previously proposed settlement liability disclosed above totaling $146.7 million
and certain other liabilities and adjustments related to the B&W Chapter 11 proceedings totaling $60.5 million,
bringing our total invesiment basis in B&W to a negative $207.2 million. The net asset basis of B&W
reconsolidated at February 22, 2006 totaled a negative $186.3 million. As a result, we had a basis differential
between our investment'basis in B&W and the net assets reconsolidated totaling a negative $20.9 million. We have
accounted for this basis difference as negative goodwnll and have reduced our consolidated goodwdl relating to
B&W accordingly in the reconsolidation.

Financial Results and Reorganization Items ¥

We have included the results of B&W effective from February 22, 2006 in° our-consolidated financial ,
statements. In the year ended December 31, 2006, we have included the following for B&W in our consohdated
financial statements {in thousands): . \

Year
Ended .,
December 31, 2006

" Income Statement Information:

Revenues ‘ ' $ 1,886,841
Operating Income $ 103,911
Income from Continuing Operations $ 100,803
Net Income . , 3 47857
. As of December 31, )

2006 .

Balance Sheet Information: ‘ '
Current Assets . $ 1,007,735
Long-Term Assets ' $ 607,549
Current Liabilities $ 1,348,602
Long-Term Liabilities : $ 319,253

The pro forma information below presents combined results of operations as if B&W and MII had been
reconsolidated at the beginning of the respective periods presented. This pro forma information is not necessarily
indicative of the results of operations of the combined entities had the combination occurred at the beginning of the

periods presenled nor is it indicative of future results. .

' Year Ended December 31,
N . , 2006 . . 2005, 2004
(In thousands)

Revenues $ 4,378,408 h 3,347,820 $ 3,280,616
Operating Income (Loss) " $ 388760 % (191,462) $ 264,939
Net Income (Loss) @ S T344091 % (64,794) § 160,756
Diluted Earnings Per Share 3 302 % 0.59) % 1.57

(1} Included iri Operating Income (Loss) jor the years ended December 31, 2005 and 2004 are approximately 3491 milfion and $11
million, respectively, of expenses related to B&W s asbestos and certain other liability claims, and various erpenses associated with
the Chap[er 1! proceedings.

(2} Included in Nex income {Loss) for the :»ears ended December 31, 2005 and 2004 are appmx:marelj $314 million and 8§19 mrlhon‘(ner
of tux), respectively, of expenses related to asbestos and certain other liability c!amu and various. expenses associated with the
Chapter 1 f proceedmgs -

N
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NOTE 21 - RESTRICTED CASH '

At December 31, 2006, we had restncted cash and cash eqmvalems totaling $106 7 million; of which §17. 6 million
is required to meet reinsurance reserve requirements of our captive insurance compames and $89.1 million is held in
restricted foreign accounts. *  ~ . & . N

Item 9. CHANGES IN AND DISAGi%EEMENTS WITH AUDITORS ON S
ACCOUNTING AND FINANCIAL DISCLOSURE .
For the year ended December 31, 2006, we had no disagréemems with Deloitte & Touche LLP on any accounting
or financial disclosure issues. For the years ended December 31, 2005 and 2004, we had no disagreements with
PricewaterhouseCoopers LLP on any accounting or financial disclosure issues. - .

Item9A. CONTROLS AND PROCEDURES

Disclosure Co’ntrols and Procedures

As of the end of the period covered by this annual report, we carried out an evaluation, under the supervision
and with the participation of otir management, including éur Chief Exeécutive Officer and Chiief Financial Officer, of
the effectiveness of the design and operation of our disclosure control$ and procedures’(as that term is defined in
Rules 13a-15(e) and 15d-15(e) adopted by the SEC under the Securities Exchange Actof 1934, as amended (the
“Exchange Act™)). Our disclosure controls and procedures were developed through a process in which our ,
management applied its judgment in‘assessing the costs and bernefits of such controls and procedures, which, by
their nature, can provide only reasonable assurance regarding the control objectives. You should note that the design
of any system of disclosure controls and procedures is based in part upon various assumptions about the likelihood
of future events, and we cannot assure you that any design will succeed in achieving its stated goals under all
potential future conditions, regardless of how remote. Based on the evaluation referred to above, our Chief
Executive Ofticer and the Chief Financial Officer concluded that the design and operatlon of our disclosure controls
and procedures are effective as of December 31, 2006 to provide reasonable assurance that inforrmation required to
be disclosed by us in the reports that we file or:submit uhder the Exchahge Act is recorded, processed, summarized
and reported within the time periods specified in the rules and forms of the Securities and Exchange Commission:
_ and forms and such information is accumulated and communicated to management as approprlate to allow timely

1

decisions regarding disclosure. ' L N

I

Management’s Report on Internal Control Over Financial Reporting:

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting (as that term is defiried in Rules 134-15(f) and 15d-15(f) under the Securities Exchange Act of 1934) and
for our assessment of the ef‘fectweness of internal comrol over financial repomng

.
. .

QOur internal control over financial reporting inc]udes policies'and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of our assets;
(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of our '
consolidated financial statements m accordance with generally accepted accounting principles, and that receipts and
expenditures are being made only in accordance with authorizations of our management and Board of Diréctors; and
{3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, usé or
disposition of our assets that could have a material effect on the consolidated ﬁnanc:al statements.

Because of its inherent limitations, internal control over ﬁnam:'ial réporting may not preverit or detect "
misstatements. Also; projections of any evaluation of effectiveness to future periods are subject to the risk that *
controls thay become inadequate because of changes in conditions; or that the dcgree of compllance with the
policies or procedurcs may deteriorate, . .

Our management, including our Chief Executive Officer and Chief Financial Officer, has conducted an
assessment of the effectiveness of our internal-control over financial reporting as of December 31, 2006, based on
the framework established in Internal Control — Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (the COSO Framework}. This assessment included an evaluation of the’
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design of our internal-control over financial.reporting and testing of the operational effectiveness of those controls.
Based on our assessment under the criteria described above, management has concluded that our internal control
over financial reportmg was effective as of December 31, 2006, AL

Managemem s assessment of the effectiveness of our internal control over financial reporting has been audited
by Deloitte & Touche LLP, an mdependem registered pubhc accountmg firm, as stated in their report which appears
in this report. ‘ . . . , :

. M it

Changes in Internal Control Over Financial Reporting

There has been no-change in our internal control over financial reporting during the year ended December 31,
2006 that has materially affected, or is reasonably likely to materially affect, our internal control.over financial
reporting.

H |

Report of Independent Registered Public Accounting Firm
To the Board of Directeors and Stockholders of McDermott International, Inc.:

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting, that. McDermott International, Inc. and subsidiaries (the “Company”) maintained
effective internal control over financial reporting as of December 31, 2006, based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission. The Company.’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is
to express an opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal .
control over financial reporting based on our audit. .

* . . o B \ N , .

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about .
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining.an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing.such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinions. '

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and effected
by the Company’s board of directors, management, and other personnel to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control over financial reporting includes those
policies.and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance
regarding prevention or,timely detection of unauthorized acquisition, use or disposition of the company’s assets.that
could have a material effect on the financial statements: . .

Because of the inherent limitations of internal control over financial reporting; including the possibility of
collusion or improper managemeht override of controls, material misstatements due to error or fraud may not be
prevented or detected on a timely basis. Also, projections of any evaluation of the effectweness of the internal
control over financial reporting to future periods are subject to the risk that the controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management s assessment that the Company mamtamed effective internal control over ﬁnancml
reporting as of December 31, 2006, is falrly stated, in all material respects.based.on the criteria established in .
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
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Commmission. Also, in our opinion, the Company maintained in all material respécts, effective intérnal control over -
financial reporting as of December 31, 2006, based on the criteria established in Internal Control—lntegrated
Framework issued by the Commlttee of Sponsonng Orgamzauons of the Treadway Commission. ~

We have also audited, in accordance with the standards of the 'Publlc Company Accounting Oversight'Board
(United States), the consolidated financial statements and financial statement schedules as of and for the year ended
December 31, 2006 of the Company and our report dated March 1, 2007 expressed an unqualified opinion on those’
consolidated financial statements and financial statement schedules and included an explanatory paragraph
regarding the emergence of a whol]y owned subsidiary of the Company from Chapter.11 of the US. Bankruptcy
Code.
DELOITTE & TOUCHE LLP
Houston, Texas Co .o .
March 1, 2007 . . : o i

Item-9B. OTHER INFORMATION . . . .
None, oL ) .- : . C e
P-ART,I,I_I .

Item,10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE
GOVERNANCE

The information requlred by this item with respect to directors and executive officers is incorporated by reference
to the material appearing under the headings "Election of Directors,” "Executive Officers" and “Section 16(a)
Beneficial Ownership Reporting Compliance” in the Proxy Statement for our 2007 Annual-Meeting of Stockholders.
The mformatlon required by this item with respecl to “audit committee financial experts” is incorporated by reference
to the last paragraph appearing 1n the “Audit Committee” section under the heading “Corporate Governance — Board of
Dlrectors and Its Committees” in the Proxy Statement for our 2007 Annual Meeting of Stockholders.

+

ltem 11. ' EXECUTIVE COMPENSATION

The information required by this item is incorporated by reference to the material appearing under the headings
“Compensation Discussion and Analysis,” “Compensation of Directors,” "Compensation of Executive Officers,"
© “Compensation Committee Intertocks and Insider Participation” and ‘Compensation Committee Report” in the Proxy
Statement, for our 2007 Annual Meeting of Stockholders o

Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

The mformanon requlred by this item is 1ncorporated by reference to (1) the Equity Compensanon Plan’
Information table appearing in Item 5 — “Market for the Reglstram ) Common Equity and Related Stockholder
Matters” in Part I1 of this report and (2) the material appearing under the headings "Security Ownership of Directors
and Executive Officers” and "Security Ownershlp of Certam Benefi cxal Owners" in the Proxy Statement for our 2007
Annual Meetmg of Stockholders

Item 13, CERTAIN RELATIONSH]PS AND RELATED TRANSACTIONS,
DIRECTOR INDEPENDENCE '

The information in Note il 1o our consohdated fi nanc1al statemems included in thls report is incorporated by
reference . —
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Item 14 PRINCIPAL ACCOUNTING FEES AND SERVICES | i .
. 4
The mformatlon required by. thls itemn is mcorporated by reference to the rnaterlal appearmg under the headmg
“Ratification of Appointment of Independent Registered Public Accounting Firm for Year Endrng December 31, 2007”
in the Proxy Statement for our 2007 Annual Meetmg of Stockholders .

oo . , , ;

o ',-‘PART-I»V k

.

Item 15. EXHIB]TS FINANCIAL STATEMENT SCHEDULES A
The followmg documents are filed as part of th1s Annual Report or mcorporated by reference:

1. CONSOLIDATED FINANC]AL STATEMENTS
Report of Independent Registered Public Accounting Firm . ' R
- Consolidated Balance Sheets as of December 31, 2006 and 2005 .
' Consolidated Statements of Income for the Years Ended December 31, 2006, 2005 and-
2004
. Consolidated Statements of Comprehensive Income for the Years Ended December 31,
. 2006, 2005 and 2004
Consolidated Statements of Stockholders’ Equ1ty (Def'rcn) for the Years Ended
December 31, 2006, 2005 and 2004
.Consolidated Statements of Cash Flows for the Years Ended December 31, 2006, 2005 and
2004
Notes to Consolidated Fmanc1al Statements for the Years Ended December 31 2006, 2005
and 2004 '
2. CONSOLIDATED FINANCIAL STATEMENT SCHEDULES
b ' Schedules 1 and V are filed with this report. All other schedules, exeept for Schedule I,
S e ' which will be filed on Form 10-K/A, for which pr0v1sron is made of the applrcable :
regulations of the SEC have been omitted because they are not required under the
relevant instructions or because the required information is included in the financial
statements or the related footnotes contained in this report. )

3. EXHIBITS ~ [ T
Exhrblt Number . _ Descrlptron g

3, l McDermott Intematlona] Inc.'s Articles of Incorporatlon as amended
(incorporated by reference to Exhibit 3.1 to McDermott Intefnational, Inc.'s
Annual Report on Form 10-K for the fiscal year ended March 31, ]996
(Frle No ]-08430)) : .
32 | McDermott Intematronal Inc.'s Amended and Restated By-laws

(mcorporated by reference ‘to Exhibit 3.1 to McDermott International, Inc.’s

Current Report on Form 8-K dated | May 3, 2006 (File No. 1-08430)).

33 " Amended and Restated Certlf'rcérte of Desrgnatron of Series D Participating
" " Preferred Stock (incorporated by reference to Exhibit 3.1 to McDermiott
International, Inc.’s Quarterly Report on Form 10-Q for the quarter ended
1“September 30, 2001 (Flle No. 1- 08430))

4.'1: ". . Rights Agreement dated as of October 17, 2001 between McDermott
* " International, In¢. and EquiServe Trust Company, N.A., as Rights Agent |
(incorporated by reference to Exhibit 1 to McDermott Intematrona] Inc.’s
Current Report on Form 8-K dated October 17, 2001 (File No. 1-08430)).

~472 . *Indenture dated.as of December 9, 2003 among-J . Ray McDermott, S.A.,
the guarantors party thereto and The Bank of New York, as trustee (the
“JRM Indenture”) (incorporated by reference to Exhibit 4.5 to McDermott
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International, Inc.’s Annual Report on Form 10-K, as amended, for the year
. ended December 31, 2003 (File No. 1-08430}).

43 Form of Mortgage related to the JRM Indenture (incorporated by reference
S ' to Exhibit 4.6 to McDermott International, Inc.’s Annual Report on Form
Co 10-K, as amended, for the year ended December 31, 2003 {File No. 1-
. 08430))

.44 Pledge Agreement dated as of December 9, 2003 among J. Ray

McDermott, S.A., its subsidiaries party thereto and The Bank of New York,:

1 - as collateral agent {incorporated by reference to Exhibit 4.7 of McDermott
International, Inc.’s Annual Report on Form 10-K, as amended, for the year
ended December 31, 2003 (File No. 1-08430)).

45 . Registration Rights Agreement dated as of December 9, 2003 among J. Ray
" McDermott,-5.A., the guarantors named therein and Morgan Stanley & Co.
Incorporated (incorporated by reference to Exhibit 10.12 of McDermott
International, Inc.’s Annual Report on Form 10-K, as amended, for the
- fiscal year ended December 31,-2003 (File No. ]-08430))

4.6 Revolving Credit Agreement dated as of December 9, 2003 among BWX -

Technologies, Inc., as borrower, certain subsidiaries of BWX Technologies,
Inc: as guarantors, the initial lenders named therein, Credit Lyonnais New

- York Branch, as administrative agent, and Credit [.yonnais Securities, as
lead arranger and sole bookrunner {incorporated by reference to Exhibit 4.8
of McDermott International, Inc.’s Annual Report on Form 10-K, as
amended, for the year ended December 31, 2003 (File No. 1-08430)).

47 - . Flrst Amendment, dated as of March 18, 2005, to the Revolvmg Credlt
Agreement dated as of December 9, 2003 among BWX Technologies,
Inc., as borrower, certain subsidiaries of BWX Technologies, Inc. as
' guarantors, the initial lenders named therein, Calyon, New York Branch
.+t (formerly known as Credit Lyonnais New York Branch), as

administrative agent and lender, as amended (incorporated by reference to

Exhibit 10.1 to McDermott International, Inc.’s Current Report on Form
. 8-K filed March 24, 2005 (File No. 1-08430)).
. 4 ' . .
4.8 - - Second Amendment; dated as of November 7, 2003, to the Revolving
" Credit Agreement dated as of December 9, 2003 among BWX
Technologies, Inc., as borrower, certain subsidiaries of BWX
. Technologies, Inc. as guarantors, the initial lenders named therein,
- Calyon, New York Branch (formerly known as Credit Lyonnais New
York Branch), as administrative agent and lender, as amended
(incorporated by reference to Exhibit 4.1 to McDermott International, .
. Inc.’s Quarterly Report on Form 10-Q for the quarter ended September
. _— 30, 2005 (File No. 1-08430)).

49 - Credit Agreement dated as of June 6, 2006, by and among J. Ray
* McDermott, S.A., credit lenders, synthetic investors and issuers party
. thereto, Credit Suisse, Cayman Islands Branch, Bank of America, N.A.,
.. Calyon New York Branch, Fortis Capital Corp. and Wachovia Bank,
‘National Association (incorporated by reference to Exhibit 10.1 to
McDermott International, Inc.”s Current Report on Form 8-K dated June 6,
2006 (File No. 1- 08430))

4.10 Pledge and Security Agreement by J. Ray McDermott S.A. and certain of
its subsidiaries in favor of Credit Suisse, Cayman Islands Branch, as




" Administrative Agent and Collateral Agent, dated as of June 6, 2006
- (incorporated by reference to Exhibit 10.2 to McDermott International,
Inc. ’s Current Report on Form 8-K dated June 6, 2006 (File No. |-08430)).

4.11 Credll Agreement dated as of February 22, 2006, by and among The
: -« ~Babcock:& Wilcox Company; certain lenders, ‘synthetic investors and

issuers party thereto, Credit Suisse, Cayman Islands Branch, Credit
Suisse Securities (USA) LLC, JPMorgan Chase Bank, National

- Association, Wachovia Bank, National Association and The Bank of -
Nova Scotia (incorporated by reference to Exhibit 10.4 to McDermott
International, Inc.’s Current Report on Form 8-K filed February 23, 2006
(Flle No. 1- 08430))

-4.12 : Pledge and Security Agreemem by The Babcock & Wilcox Company and
S . certain of its subsidiaries in favor of Credit Suisse, Cayman Islands
Branch, as Administrative Agent and Collateral Agent, dated as of .
February 22, 2006 (incorporated by reference to Exhibit 10.5 to
' .. ‘McDermott International, Inc.’s Current Report on Form 8-K filed
© February 23, 2006 (File No. 1-08430}).

We and certain of our consolidated.subsidiaries are parties to other debt instruments
under which the total amount of securities authorized does not exceed 10% 6f our total
consolidated assets. Pursuant to paragraph 4(iii)(A) of Item 601 (b) of Regulation S-K,
we agree to furnish a copy of those instruments to the Commission on request.

10.1* ¢ * McDermott International, Inc.'s Executive Incentive Compensation Plan
_(incorporated by reference to Appendix C to McDermott International,

Inc.'s Proxy Statement for its Annual Meeting of Stockholders held on May
v 3, 2006, as filed with the Commission under a Schedule 14A (File No. 1-

08430)). ,

10.2* ‘McDermott International, Inc.'s 1992 Senior Management Stock Option
’ Plan (incorporated by reference to Exhibit 10 to McDermott International,
Inc.'s Annual Report on Form10-K/A for fiscal year ended March 31, 1994
ﬁled with the Commission on June 27, 1994 (File No. l—08430)).

10.3* McDermott International, Inc.'s Restated 1996 Officer Long-Term.
* Incentive Plan, as amended (iricorporated by reference to Appendix B to
.+~ McDermott Interndtional, Inc.'s Proxy Statement for its Arinual Meeting of
Stockholders held on September 2, 1997, as filed with the Commission
~ under a Schedule 14A (File No. - 08430))

10.4* McDermott International, Inc.'s 1997 Director Stock Program (incorporated

by reference to Appendix A to McDermott International, Inc.'s Proxy
= . Staternent for its Annual Meeting of Stockholders held on September 2,

1997, as filed with the Commission under a Schedule 14A (File No. 1-
08430)).

10.5* McDermott International, Inc:’s Amended and Restated 2001 Directors &
Officers Long-Term Incentive Plan (incorporated by reference to Appendix
‘B to McDermott International, Inc.’s Proxy Statement for its Annual
Meeting of Stockhelders held on May 3, 2006, as filed with the

. *Commission under a Schedule 14A (File No. 1-08430)).

10.6* McDermott International, Inc. Supplemental Executive Retirement Plan,
. » Effective January 1, 2005 (incorporated by reference to Exhibit 10.2 to
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L 10.7%

10.8%

10.9% -

Ry

10.10* -

McDermott International, Inc.’s Current Report on Form 8 K dated
December 31, 2004 (File No. 1-08430))

Changé In Control Agreement dated June 30,2004 between McDermott
International, Inc. and-John A. Fees (incorporated by reference to Exhibit

“10.5to McDennott International, Inc.’s Quarterly Report on Form 10-Q for .

the quarter ended_June’BO, 2004 (File No. 1-08430)). -

Change In Control Agreement dated March 30, 2005 between McDermott
International, Inc, and Bruce W. Wilkinson (incorporated by reference to
Exhibit-10.20 to McDermott International, Inc.’s Annual Report on Form
10-K for the year ended December 31, 2004 (File No 1- 08430))

3.

¥ Change In Control Agreement dated March 30, 2005 between McDermott
" Intérnational, Inc. and Robert A. Deason (incorporated by reference to

Exh_ibit 10_21"to"McDermott Ifiternational, Inc.’s Annual Report on Form -
IO—K for the year ended Decernber 31, 2004 (File No. 1-08430)).

Change In‘Coiitrol Agréement dated March 30, 2005 between McDermott

" International, Inc: and Francis S. Kalman (lncorporated by reference to
- Exhibit 10.22 to McDermott International, Inc:’s Anmial Report on Form

101
. Intematlor{al Inc.:and John T Nesser, IH (incorporated by reference to

!‘rl

10-K for the year ended Décember 31, 2004 (File No. 1-08430)). '
¢ fT ;u‘*'.‘,-- [ . )
Change Tn Control A'greeméﬁ't‘d_ated March 30, 2005 between McDermott

Exhibit 10.23 to McDerniott lntematlonal Inc.’s Annual Report on Form

" 10-K for the year ended December 31, 2004 (File No. 1- -08430)).

10. 12*

10.13*

10.14*

10.15*

10:16°,

10,17

10;18*

Change In Control Agreernent dated March 30, 2005 between McDermott

International, in¢. and'Louis J. Sannino (mcorporated by reference to
Exhibit 10.24 to McDermott International, Inc.’s Annual Report on Form
lO-K for the year ended December 31, 2004) (File No. l-08430)).

McDermott International Inc Executive Compensation [ncentive Plan 2006

‘Performance Goals (1ncorporated by reference to McDermott International,

Inc.’s Current Report on Form 8-K dated February 27, 2006 (File No. 1-

03430)) : .

'Nonce of Grant (Stock Options and Deferred Stock Umts) (mcorporated
by reference to Exhibit 10.1 to McDermott International, .Inc.’s Current
Report on Form 8-K filed May 18, 2005 (File No. 1-08430)).

Form of 2001 LTIP Stock Optlon Grant Agreement (incorporated by
reference to Exhibit 102 to McDermott International, Inc.’s Current .
Report on Form 8-K filed May 18, 2005 (File No. 1-08430)).

. Form of 2001 LTIP Deferred Stock Unit Grant Agreement {incorporated

by reference to Exhibit*10.3 to McDermott International, Inc.’s Current -
Report on Form 8-K filed May 18, 2005 (File No. [-08430)).

Form of 2001 LTIP Restricted Stock Grant Agreement to Nonemployee

" Directors (mcorporated by reference to Exhibit 10.4 to McDermott
International, Inc s Current Report on Form 8-K ﬁled May 18, 2005 (File
" No: 1-08430)): - fae -

‘Form of 2001 LTIP Stock Option_Grant Agreement to Nonemployee
Directors (incorporated by reference to Exhibit 10.5 to McDermott




10.19*

10.20%

1021%

10.22%

10,23+

10.24*

12.1-

16.1*

21.1

231

232

31.1

312

International, Inc.’s Current Report on Form 8-K filed May 18, 2005 (File

. No. 1-08430)).

Form of 2001 LTIP Restricted Stock Grant Agreemen_t to Nonemployee
:Directors (incorporated by reference to Exhibit 10.1 to McDermott

* International, Inc.’s Current Report on Form 8-K dated May 3, 2006 (File
No: 1- 08430)) R

Form of,2002 LTIP Performance Shares Grant Agreement (incorporated
by reference to Exhibit 10.2 to McDermott International, Inc.’s Current
Report on Form 8-K dated May 3, 2006 (File No. 1 08430))

Performance Guarantee Issuance Facility between J. Ray McDermott
:Middle East, Inc., as applicant, and J. Ray McDermott, 8.A., as guarantor,
.dated December 22, 2003 (incorporated by reference to Exhibit 10.1to

* McDermott International, Inc.’s Current Report on Form 8-K filed

. December 28, 2005 (File No. 1- -08430)).

+ Non-Debtor Affiliate Settlement Agreement dated February 21, 2006,
by and among McDermott International, Inc., McDermott Incorporated
, Babcock & Wilcox Investment Company, The Babcock & Wilcox

_ -.Company, Diamond Power International, Inc., Americon, Inc., Babcock -

& Wilcox Construction Co., Inc., the Asbestos Claimants Committee in
the Chapter 11 proceedings, the Legal Representative for Future
" Asbestos-Related Claimants in the Chapter 11 proceedings, and the
Asbestos PI Trust (mcorporated by reference to Exhibit 10.1 to

7 McDermott Intemational, Inc.’s Current Report on Form 8-K filed

‘ 'Febfuary' 23, 2006 (File No. 1-08430)).

Promlssory Note issued by The Babcock & Wilcox Company dated
February 22, 2006 (incorporated by reference to Exhibit 10.2 to
McDermott International, Inc.’s Current Report on Form 8-K filed
February 23, 2006 (File No. 1-08430)).

Pledge and Secunty Agreement dated as of February 22, 2006, by and
among Babcock & Wilcox Investment Company, The Babcock &

' Wilcox Company Asbestos PI. Trust and U.S. Bank, N.A. (incorporated
by reference to Exhibit 10.3 to McDermott International, Inc.’s Current
Report on Form 8-K filed February 23, 2006 (File No. 1-08430)).

4

i_{étio of Earnings to Fixed Charges.

Leﬁef from f’ricewaterbbuseCoopers (incorporated by reference to Exhibit
16.1 to McDermott International, Inc.’s Current Report on Form 8-K dated
March 27, 2006 (Fl]e No. 1-08430)).

Significant Subsidiaries of the Registrant. S .

Consent of PricewlfaterhouselCoopers LLP...

Consem of Delontte & Touche LLP.

Ru]e 13a-14(a)/ 15d-l4(a) cemﬁcanon of Chief Executive Ofﬁcer A

Rule 13a- 14(a)/ 15d-14(a) certification of Chlef Fmanc1al Officer.

12
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32.1 . Section 1350 certification of Chief Executive Officer.

- 32.2 Section 1350 ceﬁiﬁcation of Chief Financial Officer.

v

* Management contract or compensatory plan or arrangement.




. SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused
this report to be signed on its behalf by the undersigned, thereunto duly authorized.

McDERMOTT INTERNATIONAL, INC.
/s/ Bruce W. Wilkinson

March 1,2007 By: Bruce W. Wilkinson
Chairman of the Board and
Chief Executive Officer

- Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of the registrant and in the capacities indicated and on the date indicated.

Signature Title
/s/ Bruce W. Wilkinson . _ Chairman of the Board, Chief Executive Officer
Bruce W. Wilkinson and Director (Principal Executive Officer)
/s/ Francis S. Kalman : Executive Vice President and Chief Financial Officer
Francis S. Kalman (Principal Financial Officer and Duly Authorized
Representative)

/s/ Michael S. Taff Vice President and Chief Accounting Officer
Michael S. Taff (Principal Accounting Officer and Duly Authorized

: ' Representative)

/s/ John F. Bookout, 111 _ Director
John F. Bookout, 111 .

/s/ Roger A. Brown Director
Roger A, Brown

/s/ Ronald C. Cambre S Director
Ronald C. Cambre

/s/ Bruce DeMars Director
‘Bruce DeMars ' .

/s/ Robert W, Goldman ' . Director
Robert W. Goldman :

~/s/ Robert L. Howard Director
Robert L. Howard

/s/ Oliver D. Kingsley, Jr. ‘ ~ Director
Oliver D. Kingsley, Jr.

/s/ D. Bradley McWilliams Director
D. Bradley McWilliams ’

/s/ Thomas C. Schievelbein ' _ Director
Thomas C. Schievelbein

March 1, 2007
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McDERMOTT INTERNATIONAL, INC.
VALUATION AND QUALIFYING ACCOUNTS

Schedule II

Additions
Balance at Charged to Charged to Balance at
Beginning Costs and Other . End
Description of Period Expense®® Accounts = Deductions® * of Period
‘ ' {In thousands)

Estimated Drydock Liability ":
Year Ended December 31, 2006 7 $ 26,784 $ 17,243 % - $' (12,769) $ 31,258
Year Ended December 31, 2003 $§ 27680 $ 14,348 S, _ -3 (15244 & 26,784
Year Ended December 31,2004  $° 35116 ' § _ 9075 % -3 To(16,511) 8 27,680
Valuation Allowance fo; Deferred Tax Assets “%
Year Ended December 31, 2006 % (126613 § (27,71 % - 5 - § (154,324)
Year Ended December 31, 2005 $ (188271) $ 67,249 § (5,591) § - % (126,613)
Year Ended December 31, 2004 . % (199281) $ 2,785 % 8225 % .- $ (188.271)

m
)
3

© Cash payment of drydock costs.

McDERMOTT INTERNATIONAL, INC
SUPPLEMENTARY INFORMATION CONCERNING PROPERTY-CASUALTY INSURANCE OPERATIONS

Reserves for: ,
Unpaid.Claims ,, - ,,
And Claim . Net
Adjustment Eamed | Investment
Expenses Premiums Income

. (In thousands)

Consolidated Praperg#Casuaky Entities

For the Year Ended: |

December31,2006 3 66,541  § 18781 § 7,838
December 31,2005 § 58332 % 7,122 % 5332
December, 31,2004 $ 58,753 § 3,567 § 2,407

- . Claims and Claim
Adjustment Expenses Incurred
Related to

. Current " Prior
Year Year
3 17414 $ (2,580)
§ 6342 $ 5,006
$ 6,69 $ (7,953)

Estimated drydock liability is reported within accrued liabilities-other and other liabilities on the balance sheet.
Net of reductions and other adjustments, all of which are charged to costs and expenses.

Amounts charged to other accounts included in other comprehenswe income (minimum pension habtlny)

+  Schedule V

v

Paid Claims

and Claim

Adjustment Premiums
Expenses Written

$ 6624 § 18,781
$ 11,830 5 17,122
$ 13,322 8 3,567




Exhibit

Number

31
32
33
4.1

4.2

43

44

45

4.6

4.7

] 1.

INDEX-TO EXHIBITS *

Sequentially
Numbered
Description . ) ) ’ Pages

Ty R ce

McDermott International, Inc.'s Amcles of lncorporatlon as amended: {incorporated by reference to
Exhibit 3.1 to McDermott International, In¢.'s Annual Report on Form 10-K for the year ended March
31, 1996 (File No. 1 08430)) .

McDermott International, Inc.'s Amended and Restated By-laws (incorporated by reference to Exhlbll
3.1 to McDermott International, Inc.’s Current Report on Form 8-K dated May 3 2006 (File No. 1-
08430)). oo : "

Amended and Restated Certificate of Designation of Series D Participating Preferred Stock
(incorporated by reference to Exhibit 3.1 to McDermott International, Inc.’s Quarterly Report on Form
10-Q for the quarter ended September 30, 2001 (File No. 1-08430)).

Rights Agreement dated as of October 17, 2001 between McDermott International, Inc. and EquiServe
Trust Company, N.A., as Rights Agent (incorporated by reference to Exhibit 1 t0 McDermott
International, Inc.’s Current Report on Form 8-K dated October 17, 2001 (File No. 1-08430)).

Indenture dated as of December 9, 2003 among J. Ray McDermott, S.A., the guarantors party thereto
and The Bank of New York, as trustee (the “JRM Indenture”) (incorporated by reference to Exhibit 4.5
to McDermott International, Inc.’s Annual Report on Form 10-K, as amended, for the year ended
December 31, 2003 (File No. 1-08430)).

‘
1

Form of Mortgage related to the JRM Indenture (incorporated by reference to Exhibit 4.6 to McDermott
International, Inc.’s Annual Report on Form 10-K, as amended, for the year ended December 31, 2003
(File No. 1-08430)).

Piedge Agreement dated as of December 9, 2003 among J. Ray McDermott, S.A., its subsidiaries party
thereto and The Bank of New York, as collateral agent (incorporated by reference to Exhibit 4.7 of
McDermott International, Inc.’s Annual Report on Form 10-K, as amended, for the year ended .
December 31, 2003 (FL]e No 1-08430))

Registration Rights Agreement dated as of December 9, 2003 among J. Ray McDermott, S.A., the -
guarantors named therein and Morgan Stanley & Co. Incorporated (incorporated by reference to Exhibit
10.12 to McDermott International, [ne.’s Annual Report on Form 10-K, as amended, for the year ended
December 31, 2003 (File No. '1-08430)).

Revolving Credit Agreement dated as of December 9, 2003 among BWX Technologies, Inc., as
borrower, certain subsidiaries of BWX Technologies, Inc. as guarantors, the initial lenders named
therein, Credit Lyonnais New York Branch, as administrative agent, and Credit Lyonnais Securities, as

! lead arranger and sole bookrunner) (incorporated by reference to Exhibit 4.8 of McDermott

Interhational, Inc.’s Annual Report on Form 10-K, as amended, for the year ended December 31, 2003
(File No. 1-08430)).

First Amendment, dated as of March 18, 2005, to the Revolving Credit Agreement dated as of
December 9, 2003 among BWX Technologies, Inc., as borrower, certain subsidiaries of BWX
Technologies, Inc. as guarantors, the initial lenders named therein, Calyor, New York Branch (formerly
known as Credit Lyonnais New York Branch), as administrative agent and lender, as amended
(incorporated by reference to Exhibit 10.1 to McDermott International, Inc.’s Current Report on Form 8
K filed March 24, 2005 (File No. 1-08430)).




4.8

49

4.10

a1

4.12

101

102

10.3

10.4

10.5

10.6

. - Second Amendment, dated as of November 7, 2005, to the Revolving Credit Agreement dated as of -
. December 9, 2003 among BWX Technologies, Inc., as borrower, certain subsidiaries of BWX

Technologies, Inc. as guarantors, the initial lenders named therein, Calyon, New York Branch (formerly

. known as Credit Lyonnais New York Branch), as administrative agent and lender, as amended

(incorporated by reference to Exhibit 4.1 to McDermott International, Inc.’s Quarterly Report on Form

" 10-Q for the quarter ended September 30, 2005 (File No. 1-08430%):

Credtt Agreement dated as of June 6, 2006, by and among J. Ray McDermott S.A., credit lenders
synthetic investors and issuers party thereto,.Credit Suisse, Cayman.Islands Branch Bank of America,
N.A, Calyon New York Branch, Fortis Capital Corp. and Wachovia Bank National Assoctation
(incorporated by reference to Exhibit 10.1 to McDermott lntemattonal Inc.’s Current Report on Form 8-
K dated June 6, 2006 (File No. 1- 08430))

Pledge and Securtty Agreement by J. Ray McDermott S.A, and certain of its subsndlanes mn favor of
Credit Suisse, .Cayman Islands Branch, as Administrative Agent and Collateral Agent, dated as of June
6, 2006 (incorporated by reference to Exhibit 10.2 to McDermott International, Inc.’s Current Report on

Form 8 K dated June 6, 2006 {File No. 1 08430)) - o

Credit Agreement dated as of February 22, 2006 by and among The Babcock & Wilcox Company,
certain lenders, synthetic investors and issuers party thereto, Credit Suisse, Cayman Islands Branch,
Credit Suisse Securities (USA) LLC, JPMorgan Chase Bank, National Association, Wachovia Bank,
Natignal Association and The Bank of Nova Scotia (incorporated-by reference to Exhtblt 10410
McDermott International, Inc.’s Current Report.on Form 8-K filed Februaty 23, 2006 (Flle .

No. 1-08430)). . :

-Pledge and Security Agreement by The Babeock & Wilcox Company and certain of its sub51d|ar|es in

favor of Credit Suisse, Cayman Islands Branch, as Administrative Agent.and Collateral Agent, dated as
of February 22, 2006 (incorporated by reference to Exhibit 10.5 to McDermott International, Inc.’s
Current Report on Form 8-K filed February 23, 2006 (File No. 1 08430)) o ;

McDermott lntemauonal lnc 5 Executwe Incentive Compensauon P]an (mcorporated by reference to

. Appendix C to McDermott International, Inc.'s Proxy Statement for its Annual Meeting of Stockholders

he]d on May 3, 2006, as f't]ed with the Commlss:on under a Schedule 14A (File No. 1-08430)).

McDermott !ntemanonal lnc 's 1992 Senior Management Stock Option Plan (mcorporated by reference
to Exhibit 10 to, McDermott International, Inc.'s Annual Report on Form10-K/A for fiscal year ended
March 31, 1994 filed with the Commission on June 27, 1994 (File No. 1 -08430)).
McDermott lntemattonal Inc.'s Restated ]996 Ofﬁcer Long—Term lncennve Plan, as. amended
(mcorporated by reference to Appendtx B to McDermott [ntemauonal Inc.'s Proxy Statement for its
Annual Meeting of Stockholders held on September 2, 1997, as filed with the Commission under a
Schedule 14A (File No. 1-08430)). . S . _ .

Voo . \ . F et
McDermott International, Inc. 5.1997 Director Stock Program (incorporated by reference to Appendix A
to McDermott International, Inc.'s Proxy Statement for its Annual Meeting of Stockholders held on
September 2, 1997, as filed with the Commission under a Schedule 14A (File No. 1-08430)).

McDermott In‘temational, Inc.’s Amended and Restafed 2001 Directors & Off"lcers Long-Term Incentive
Plan (incorporated by reference to Appendix B to McDermott International, Inc.’s Proxy Statement for
its Annual Meeting of Stockholders held on May 3, 2006 as f' Ied with the Commlssmn under a

. Schedule 14A (File No. 1-08430)). e e

McDermott International, Inc. Supplemental Executive Retirement Plan, Effective January 1, 2005

. (incorporated by reference to Exhibit 10.2 to McDermott International, Inc.’s Current Reporton Form 8-

K dated December 31, 2004 (File No. 1-:08430)). .
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10.10

10.11

10.12

10.13

10.14

10.15

10.16"

10.17

10.18
10.19

10.20

1021 -

- Change In Contro! Agreement dated June 30, 2004 between McDermott International, Inc. and John A.

Fees (incorporated by reference to Exhibit 10.5 to McDermott International, Inc.’s Quarterly Report on

Form 10-Q for the quarter ended June 30, 2004 (File No. 1- 08430))

Change In Control Agreement dated March 30 2005 between McDermott Intematlonal ]nc and

“Bruce W. Wilkinson (incorporated by reference to Exhibit 10.20 to McDermott International, Inc.’s

Annual Report on Form 10-K for the year ended December 31, 2004 (Fl]e No. 1-08430))

Charige In Control Agreement dated March 30, 2005 betweeri McDermott International, Inc. and Robert
A. Deason (incorporated by reference to Exhibit 10.21 to McDermott International, Inc.’s Annual
Report on Form 10-K for the year ended December 31, 2004 (File No. l-08430))_

Change In Control Agreement dated March 30, 2005 between McDermott Intematlonal Inc. and
Fraricis S. Kalman (incorporated by reférence to Exhibit 10.22 to McDermott International, Inc.’s
Annual Report on Form 10- K for the year ended December 31, 2004 (Flle No 1- 08430))

Change In Control Agreement dated March 30 2005 between McDermott International, Inc. and John

"T. Nesser, I (incorporated by reference to Exhibit 10.23 to McDermott International, Inc.’s Annual

Repon on Form l()-l('for the year‘ ended December 31, 2004 (File No. 1-08430)).

Change In Control Agreement dated March 30, 2005 between McDermott Intemat;ona] Inc. and Louis

" ). Sannino (incorporated by reference to Exhibit 10.24 to McDermott Intérnational, Inc.’s Annual Report

on Form 10-K for the year ended December 31; 2004 (Flle No. 1-08430)).

McDermott International Inc. Executive Compensanon Incentive Plan 2006 Performance Goals
{incorporated by’ reference to McDermott International, Inc.’s Current Report on Form 8- K dated
February 27 2006 (Frle No. l-08430)) . . o

Notice of Grant (Stock Optlons and Deferred StockUnits) {incorporated by r’e'ference'to Exhibit 10.1 to
McDermotl Intemational Inc.’s Current Report on Form 8-K filed May 18, 2005 (File No. 1-08430)).

Form of 2001 LTIP Stock Optlon Grant Agreement (incorporated by reference to Exhibit 10.2 to
McDermott international, Inc.’s Current Report on Form 8-K f' led May 18, 2005 (Frle No. 1-08430)).

Form of 2001 LTIP Deferred Stock Unit Grant Agreement (incorporated by reference to Exhibit 10.3 o
McDermott Intérnational, Inc.’s Current Report on Form 8 K fi led May I8 2005 (Flle No. 1-08430)).

Form of 2001 LTIP Restricted Stock Grant Agreement 10 Nonemployee Directors (incorporated by
reference to Exhibit 10.4 to McDermott International, Inc s Current Report on Form 8- K filed May 18,
2005 (File No. 1 08430)) i ‘ .

Form of 2001 LTIP Stock Opuon Grant Agreement 10 Nonemployee Directors (mcorporated by
reference to Exhibit 10.5 to McDermott lnternal:onal Inc.’s Current Report on Form 8-K filed May 18,
2005 (File No. ! -08430)). '

Form of 2001 LTIP Restricted Stock Grant Agreement to Nonemployee Directors (incorporated by
reference to Exhibit 10.1 to McDermott [nternattonal Inc.’s Current Report on Form 8-K dated May 3,

2006 (Fife No. 1:08430)) < 3

Form of 2002 LTIP‘Performanee Shares Grant Agreement (incorporated by reference to Exhibit 10.2 to
McDermott International, Inc.’s Current Report on Form 8-K dated May 3, 2006 (File No. 1-08430)).

Performance Guarantee Issuance Facility between J: Ray McDermott Middlé East, Inc., as applicant, -
and J. Ray McDermott, S.A., as guarantor, dated December 22, 2005 (incorporated by-reference to
Exhibit 10.1 to McDermott International, Inc.’s Current Report on Form 8-K filed December 28, 2005
(File No. 1-08430)). ‘
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Non-Debtor Affiliate Settlement Agreement dated February 21, 2006, by and among McDermott
International, Inc., McDermott Incorporated, Babcock & Wilcox Investment Company, The Babcock &
Wilcox Company, Diamond Power International, Inc., Americon, Inc., Babcock & Wilcox Construction Co.,
Inc., the Asbestos Claimants Committee in the Chapter 11 proceedings. the Legal Represenmative for Future
-, Asbestos-Related Claimants in the Chapter 11 proceedings, and the Asbestos Pl Trust (incorporated by
reference to Exhibit 10.1 to McDermott International, Inc.’s Currem Repoit on Form 8-K filed February 23,
2006 (File No. 1-08430)).- .. - s ' L nef

Promissory Note issued by The Babcock & Wilcox Cmﬁpanv dated February 22, 2006 (incorporated by
reference to Exhibit 10.2 to McDermott International, Inc.’s Current Report on Forn 8-K filed Pebruar_\, 23,
2006 (File No. 1- 08430)) :

‘Pledge and Security. Agreement dated as of February 22,;2006, by and among BdbCOLk & Wilcox
Investment Company, The Babcock &:Wilcox Company Asbestos PI Trust and U.S Bank, N.A:
(incorporated by reference to Exhibit 10.3 to McDermott International, Ine.’s Current Report oni® Fomn 8-K
filed February 23, 2006 (File No. 1-08430)). o

[ ot Ty it .1-_;.
Ratio of Earnings to Fixed Charges. - ‘ : C

Letter from Pricewa;erllohseCoopers (incorporated by reterence to Exhubit 16.1 to McDermott
International, Inc.’s Current Report on Form 8-K dated March 27, 2006 (File No 1- 08430))

. . . - '
i - ATAL . ¢

. e e e - r
© Significant Subsidiaries of the Registrant.

_ Consent of PricewaterhouseCoopers L’LP
Consent of Deloitte & Touche LLP,

‘Rule 13a I4(a)/]5d 14(a) cemf'cauon ofCh:ef‘[z\Lcunvc Officer.

» Rule 13a- 14(a)/]5d 14(a) Cemf'n_anon ofCh:Lf'l-‘manch Oﬂlcer

S'ection 1350 certiﬁcation‘ of Chief Executive Ofﬁcer.

| PP AR ._.'-r.‘-‘. ‘u,

" Section 1350 certification of Chief Financial Officer.




. . . . EXHIBIT 12.1
'RATIO OF EARNINGS TO FIXED CHARGES

Our ratio of eamings to fixed charges is as follov-vs: .

Year Ended

December 31, ) '
. (In thousands, except for ratios) L
Eamings: ’ ‘ ) .
Income (Ioss) from contmumg ‘ g
operations before provision .
for income taxes and cumulative . ' . :
effect of accounting change $ 348,557 §$ 206,700 $ 104,840 $ (67,776) $(751,892)
Minority interest: - - - (2,893) . -
Equity in undistributed earnings : - .
(losses) of afﬁliates 3,382 253 4,885 (706) 1,053
Interest expense | 24,629 31,820 - 36,066 18993 ' 15,123
D " N . . N
Portion of rents representative . . . ’
of the interest factor o 17,318 11,019 16,317 15,810 15,011

: $ 393,886 $ 249,792 §$ 162,108 $ (36,572) $(720,705)
Fixed charges: : : ; .
 Interest expense, including : : ’ ’

amount capitalized 8 27689 § 33,721 $ 37,039 $§ 20591 § 17,946

Portion of rents representative _
of the interest factor _ 17,318 11,019 16317 15810 15,011

S 45007 $ 44740 § 53356 $ 36401 § 32957

Ratio of earnings to fixed charges __875x 5.58x 3.04x - : -

Eamings were inadequate 1o cover fixed cha:ges for the years ended December 31, 2003 and 2002 by $72,973 and
$753,662, respectively.
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EXHIBIT 21.1
. McDERMOTT INTERNATIONAL, INC.
" SIGNIFICANT SUBSIDIARIES OF THE REGISTRANT
YEAR ENDED DECEMBER 31, 2006
C JURISDICTION PERCENTAGE
o OF OF OWNERSHIP
¥ N“}ME (?F COMP;ANY‘ . ' Co O'RGANIZA_:T’ION o INTEREST

J. Ray McDermott, S.A. o . o ' Panama- 100
J; Ray McDermott International, Inc. ] ‘ : Panama v 100

'J. Ray McDermott Middle East, Inc. o Panama - 100

McDermott Arabia Company Limited o - Saudi Arabia - " 34
McDermott Caspian Contractors; Inc. AT RN © Panama o100
McDermott International Investments Co., Inc. . Panama 100
McDermott Panama Holdings, S.A. Panama B 100
McDermott Holdings, Inc. Delaware 100
J. Ray McDermott Holdings, LLC : Delaware 100

J. Ray McDermott, Inc. Delaware 100

McDermott Incorporated : .. Delaware 100

The Babcock & Wilcox Companies ' Delaware 100

BWX Technologies, Inc. Delaware 100

‘ The Babcock & Wilcox Company Delaware 100

' Babcock & Wilcox Internatienal, Inc. Delaware 100

The subsidiaries omitted from the foregoing list, considered in the aggregate as a single subsidiary, do not constitute a
significant subsidiary. _ g




EXHIBIT 23.1

CONSEI.‘}'I" bF'[NﬁEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

"We hereby consent to the incorporation by reference in the Registration Statement on Forms S-8 (No. 2-83692, No. 33-
16680, No. 33-51892, No. 33-51894, No. 33-63832, No. 33-55341, No. 33-60499, No. 333-12531, No. 333. 39087, No.
333-39089, No. 333-85971, No. 333-97813, No. 333-121033 and No. 333-133976) of McDermott International, Inc.
and the, Registration Statement on Form S-3 (No. 333-69474) of McDermott International, Inc. of our report dated
February 28, 2006 relating to the financial statements and financial statement schedules which appears in thls Form
10-K.

PricewaterhouseCoopers LLP ,
Houston, Texas ) ‘ o
March i, 2007




¥ B . ‘ EXHIBIT 23.2

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
. F .

‘We consent to the incorporation by reference in Registration Statements No. 2-83692, No. 33-16680, No. 33-51892,
No. 33-51894, No. 33-63832, No. 33-55341, No. 33-60499, No. 333-12531, No. 333-39087, No. 333-39089, No.
333-85971, No. 333-97813, No. 333-121033 and No. 333-133976 on'Form S-8 and in Registration | Statement No.
333-69474 on Form S$-3 of our reports dated March 1, 2007, relating to (1) the 2006 consolidated financial
statements, the 2006 financial statement schedules, and the retrospective adjustments to the 2005 and 2004
consohdated financial statements of McDermott lntematxonal Inc. and (2) management's report on the effectiveness
of internal control over financial reportmg, appearinig in this Annual Report on Form 10-K of McDermott

~ International, Inc., for the year ended December 31, 2006 (which reports express unqualified opinions and our report
on the 2006 consohdated financial statements mcludes an explanatory paragraph regarding the emergence of a
wholly owned subsidiary of McDermott Intematlonal Inc. from Chapter 11 of the U.S. Bankruptcy Code and the
adoption of Statement ‘of Financial Accountlng Standard (“SFAS”) No. 123(R), “Share-Based Payment” as of
January 1, 2006 and SFAS No. 158, “Employee Accounnng for Defined Benefit Pension and Other Postret:rement
Plans” as- of December 31, 2006)

P . L]

L . " F— . ! la

Delloitte&‘Toln.cﬁe LLP
Houston, Texas . .
March 1,2007 . .,




I, Bruce W. Wilkinson certify that:

1.

2. Based on my knowledge, this report does not contain any untrue statement of a matérial fact or omit to state a
’ material fact necessary to fake the statements made,'in light of the circumstanices under which'such '
statements were made, not misleading with réspect to'the period covered by this report; '
. . v o S .

3. Based on my knowledge, the financial statemients, and othier financial information included in this report, v

fairly present in all material respects the financial condition, results of operations and cash flows of the
 registrdnt as of, and for, the periods presented ifi this report; ="' 0

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure , -
controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)), for the registrant and have:

a. designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant, including’
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared; :

b. designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

c. evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

d. disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors (or persons performing the equivalent functions): '

a. all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b. any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting. ’

March 1, 2007

EXHIBIT 31.1

- CERTIFICATIONS

L. ’

I have reviewed this annual report on i:pnn 10-K of McDermott International, Inc. for the year ended
December 31, 2006; ' - o : ot e .

PR ‘ ', '

/s! Bruce W.. Wilkinson
Bruce W. Wilkinson
Chief Executive Officer




EXHIBIT 31.2
¢ S
. 1, Francis S. Kalman certify that: e
1. I have reviewed this annual report on F'()i;rn H-K of McDennott'Ilntemational, Inc. for the year ended
Decembe_r 31, 2006;
2. Baoed on myI _kn.owledge, tﬁis_ report does not contain any un'true stégement of a material fact or omit to state a

material fact necessary to make the statements made, in light of the circumstances under which such . v
statenents were made, not misleading,with respect to the period covered by this report;

3. Based on my knowledge the ﬁnanmal sLatements and other ﬁnancnal mformatlon mcluded in this report,
fairly present in all material respects the financial condmon results of operanons and cash flows of the
registrant as of and for, the penods presented in thls report;

4, The registrant’s other certifying officer(s) and 1 are responsible for establishing and maintaining disclosure
" " controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over -
financial reporting {as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)), for the registrant and have:

a. designed such disclosure controls and procedures, or caused such disclosure controls and-procedures to
be designed under our supervision, to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

" b. designed such internal control over financial reporting, or caused such internal contro] over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance w1th
generally accepted accounting principles;

¢ evaluated the effectiveness of the registrant’s dlsclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
.the period covered by this report based on such evaluation; and o

d. disclosed in this report any change in the registrant’s internal control over financial reporting that

" occurred during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors (or persons performing the equivalent functions):

a. all significant deficiencies and material weaknesses in the design or operation of intemal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b. any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting,

March 1, 2007

/s/ Francis S. Kalman
Francis S. Kalman
Chief Financial Officer




EXHIBIT 32.1

MCDERMOTT INTERNATIONAL, INC.
Certification Pursuant to - , -
Section 906 of the Sarbanes-Oxley Act of 2002
" (Subsections (a) and (b) of Section 1350, Chapter 63 of Title 18, United States Code) -. !
Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (Subsections {(a) and (b) of Section 1350, Chapter 63
of Title 18, United States Code), I, Bruce; W. Wilkinson, Ghairman of the-Board and Chief Executive Officer of
McDermott International, [nc., a Panamanian corporanon (the “Company™), hereby certify, to my knowledge, that:

(1) the C ompanv s Annual chorl on Form' 10-K for the 3 vcar cndcd December 31, 2006 (the
“Report™) fully complleq wnh the requ1remcnt< of ’iecnon I3(a) or ]5(d) of the Securities
_ Exchange’ Act of 1934: 'ind X
" (2)  information contained i in thé Repon lalrlv preaents in all matefial respecls the fi nanmal
condition and results of operations of the Company. '

_ Pated: March "ll, 2007 ‘ . R Isl Bruce W. Wilkinson
i ' Bruce W Wllkmson '
Ch'nrman nf the Board and Chlef ercunve Ofﬁcer

et ’ - ' [ L P O




EXHIBIT 32.2
MCDERMOTT INTERNATIONAL, INC.
Certification Pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002
(Subsecnons (a) and (b) of Sectmn 1350, Chapter 63 of Title 18, United States Code)

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (Subsections (a) and (b) of Section 1350, Chapter 63
of Title 18, United States Code), 1, Francis S, Kalman, Executive Vice President and Chief Financial Officer of
McDermott International, Inc., a Panamanian corporation (the “Company™), hereby certify, to my knowledge, that:’

(1) the Company’s Annual Report on Form 10-K for the year ended December 31, 2006 (the “Report”) fully
complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2) information contained in the Report fairly presents, in all matenal respects, the financial condition and resutts
of operatlons of the Company

Dated March 1 2007 : /s! Francis 8. Kalman

Francis §. Kalman
Executive Vice Presndent and Chief Fmanc1al Of‘ﬁcer
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McDermott International, Inc.

777 N. Eldridge Parkway
Houston, TX 77079-4425
281.870.5901

www.incdermott.com




